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INTRODUCTION

This document,* prepared by the staff of the Joint Committee on Taxation (“ Joint
Committee staff”), contains a study of present-law penalty and interest provisions as required by
section 3801 of the Internal Revenue Service Restructuring and Reform Act of 1998 (the “IRS
Reform Act”).? The IRS Reform Act directs the Joint Committee on Taxation and the
Department of the Treasury to undertake separate studies of the penalty and interest provisions of
the Internal Revenue Code (the “Code”), and make any legidative and administrative
recommendations they deem appropriate to simplify penalty administration and reduce taxpayer
burden. The studies are due by July 22, 1999. Included in the Joint Committee staff
recommendations contained in this document are (1) recommendations of general applicability,
(2) recommendations relating to specific penalty and interest provisions, and (3)
recommendations to address corporate tax shelters.

Volume | of this document contains the following: (1) an executive summary (Part 1); (2)
adiscussion of the methodology employed by the Joint Committee staff in conducting the study
(Part 11); (3) an overview of the principal civil penalty provisions (Part I11); (4) an overview of the
present-law interest provisions (Part 1V); (5) adiscussion of the economics of the penalty and
interest provisions (Part V); (6) an analysis of the administration of the present-law interest and
penalty provisions by the IRS (Part V1); (7) the Joint Committee staff recommendations relating
to penalties and interest (Part V11); (8) the Joint Committee staff recommendations relating to
corporate tax shelters (Part V111); and (9) an overview of the interest and penalty regimesin
selected foreign countries (Part 1X). In addition, Volume | contains several Appendices. (A) alist
of Internal Revenue Code (“ Code”) penalty provisions (Appendices A1-A5), and (B) abrief
summary, organized by topic, of comments received by the Joint Committee staff in connection
with the study (Appendix B).

Volume 1 of this document contains: (1) a summary of comments received by the Joint
Committee staff organized a phabetically by commentator (Part 1); (2) areprint of the comments
received (Part 11); and (3) areprint of General Accounting Office (“GAQ”) reports prepared at the
request of the Joint Committee staff in connection with the study (Part I11).

! This document may be cited as follows: Joint Committee on Taxation, Study of
Present-Law Penalty and Interest Provisions as Required by Section 3801 of the Internal
Revenue Service Restructuring And Reform Act of 1998 (Including Provisions Relating to
Corporate Tax Shelters) (JCS-3-99), July 22, 1999.

2 Public Law 105-206, signed by the President on July 22, 1998 (H.R. 2676). For
legidative history, see H.Rept. 105-599 (Conference Report), S.Rept. 105-174 (Senate Committee
on Finance), and H.Rept. 105-364, Part 1 (House Committee on Ways and Means).
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|. EXECUTIVE SUMMARY
A. Overview

Under the IRS Reform Act, the Joint Committee on Taxation and the Secretary of the
Treasury were each directed to conduct a study of the present-law interest and penalty provisions
of the Internal Revenue Code of 1986 (the “ Code”’) and to make any legislative or administrative
recommendations that the Joint Committee or the Secretary deems appropriate to smplify
penalty and interest administration or reduce taxpayer burden. The legislative mandate for this
study directed the Joint Committee staff to examine whether the current penalty and interest
provisions (1) encourage voluntary compliance, (2) operate fairly, (3) are effective deterrentsto
undesired behavior, and (4) are designed in amanner that promotes efficient and effective
administration of the provisions by the Internal Revenue Service (“IRS’). These studies are
required to be submitted to the House Committee on Ways and Means and the Senate
Committee on Finance by July 22, 1999.

After extensive review of the present-law system of penalties and interest, including input
from the public and analysis by the GAO and the Congressional Research Service, the Joint
Committee staff study developed the legislative and administrative recommendations contained
in this study with respect to the present-law penalty and interest system in general and
specifically with respect to corporate tax shelters.

The Joint Committee staff believes that legidative changes to improve compliance and
enhance the fairness and administrability of present law should not be undertaken without careful
and deliberative review by the Congress and the opportunity for public input. Furthermore, the
Joint Committee staff believes that careful consideration should be given to the views of the
Administration, and particularly the IRS, with respect to these recommendations. Indeed, the
legidative mandate contained in the IRS Reform Act requires the Treasury to provide legidative
and administrative recommendations to the Congress.

The Joint Committee staff also believes that the need for deliberative review is particularly
critical with respect to the recommendations relating to corporate tax shelters. Thereisevidence
that the use of corporate tax shelters has grown significantly in recent years and the Joint
Committee staff, in its study, hasidentified characteristics of present law that may be
contributing to this growth. The number and complexity of the transactions that are used as
corporate tax shelters suggests a need for alegidative solution that articulates broad and flexible
principles that will address not only the current corporate tax shelter transactions being utilized,
but will provide to the IRS the mechanism by which future corporate tax shelter transactions can
be prevented. However, any legidative solution to the corporate tax shelter problem must
balance this goal of articulating broad and flexible principles with present law’ s dependence on
objective, rule-based criteria. Such a balanced approach will assure that the IRS is not granted
open-ended authority that might be used to prevent transactions that the Congress did not intend
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to be considered corporate tax shelters. While the Joint Committee staff believesthat its
recommendations relating to corporate tax shelters will achieve the appropriate balance between
flexibility and certainty, the staff recognizesthat others will hold aternative views and will favor
aternative recommendations. The Joint Committee staff believes that deliberative review by the
Congress of al points of view will strengthen the final legidlative product.

On July 1, 1999, Treasury issued a White Paper relating to corporate tax shelters, titled
The Problem of Corporate Tax Shelters: Discussion, Analysis and L egislative Proposals. Inits
White Paper, Treasury made a variety of legislative recommendations to address the corporate
tax shelter issue. Because the Joint Committee staff completed its work on its recommendations
before the issuance of the Treasury White Paper, the Treasury proposals were not considered in
the preparation of the Joint Committee staff recommendations.

B. Joint Committee Staff Recommendations Relating to Penalties and I nter est

In accordance with the findings of the Joint Committee staff throughout the study, the
Joint Committee staff recommends the following with respect to penalties and interest.

Provisions of general applicability

. Provide one interest rate for both individual and corporate taxpayers. The rate, which
would apply to both underpayments and overpayments of tax, would be the Applicable
Federal Rate (“AFR”) plus 5 percent.

. Exclude interest paid by the IRS from the income of individual taxpayers.

. Convert the present-law penalty for failure to pay estimated tax into an interest provision,
increase the threshold at which taxpayers are subject to an interest charge for
underpayment of estimated tax from $1,000 to $2,000, and alow both tax withheld and
certain estimated tax paid throughout the year to be considered in determining whether
the threshold has been met.

. Repeal the present-law penalty for failure to pay tax. If ataxpayer has not entered into an
installment agreement with the IRS by the fourth month after assessment, then an annual
5-percent late payment service charge would apply. For those taxpayers who agreeto an
automated withdrawal of each installment payment directly from their bank account, the
present-law $43 fee on installment agreements would be waived.



| nterest

In addition to the recommendation to apply one interest rate contained in the provisions
of general applicability, the Joint Committee staff recommends the following:

. Allow abatement of interest if grossinjustice would otherwise resullt.

. Expand the circumstances in which interest may be abated to include periods attributable
to any unreasonable IRS error or delay.

. Allow abatement of interest if the taxpayer is repaying an erroneous refund based on IRS
calculations without regard to the size of the refund.

. Allow abatement of interest to the extent interest is attributable to the taxpayer’ s reliance
on written statements by the IRS.

. Allow taxpayersto deposit amountsin a*“ dispute reserve account,” a special interest-
bearing account within the U.S. Treasury, which would stop the running of interest on tax
underpayments and allow taxpayers to earn interest generally to the extent that a
taxpayer’ s deposit is not applied to atax underpayment.

Estimated tax

In addition to the recommendations to convert the present-law penalty for failure to pay
estimated tax into an interest provision and to increase the threshold from $1,000 to $2,000,
taking into account certain estimated tax payments, the Joint Committee staff recommends the
following:

. Repeal the modified safe harbor that appliesto individuals with AGI in the preceding
taxable year in excess of $150,000. All taxpayers would be subject to the same safe
harbor, which would require that estimated payments be made based on either 90 percent
of current year’ stax or 100 percent of prior year’ s tax.

. Provide only one interest rate per underpayment period.

. Change the definition of “underpayment” to allow existing underpayment balances to be
used in underpayment cal cul ations for succeeding estimated tax payment periods.

. Require taxpayersto use a 365-day year for all estimated tax underpayment cal culations,
regardless of whether the taxable year isaleap year.



Accuracy-related penalties

. Rai se the minimum standards for undisclosed positions for both taxpayers and tax
preparers such that, for each undisclosed position on atax return, the taxpayer or tax
preparer must reasonably believe that the tax treatment is “more likely than not” the
correct tax treatment under the Code. Under present law, to avoid a penalty, taxpayers
must have substantial authority for an undisclosed position, and, for tax preparers, the
undisclosed position must have arealistic possibility of being sustained on the merits.

. Rai se the minimum standards for disclosed positions for both taxpayers and tax preparers
such that, for each disclosed position on atax return, there must be at |east substantial
authority. Under present law, to avoid a penalty, taxpayers must have areasonable basis
for areturn position and disclose the position (and it must not relate to atax shelter item),
and, for tax preparers, the disclosed position must not have been frivolous (applies to tax
shelter and non-tax shelter items).

. Change the preparer penalty from aflat $250 per occurrence to $250 or 50 percent of the
tax preparer’ s fee, whichever is greater, for first-tier violations (i.e., preparation of areturn
with a position that does not meet the above-described recommended minimum preparer
standards), and change the preparer penalty from aflat $1,000 per occurrence to $1,000 or
100 percent of the preparer’ s fee, whichever is greater, for second-tier violations (i.e.,
understatements that result from willful or reckless disregard of rules or regulations).

Pension penalty provisions

. Consolidate the Internal Revenue Code and ERISA penalties for failure to file Form 5500
series annual return/report, designate the IRS as the agency responsible for enforcement
of reporting requirements, and reduce from three to one the number of government
agencies authorized to assess, waive, and reduce penalties for failure to file Form 5500.

. Repeal the separate penalties for failure to file Schedules SSA and B and for failure to
provide notification of plan status change; any such failure would constitute afailure to
file acomplete Form 5500.

Tax-exempt organization penalty provisions

. Clarify that the penalty imposed under section 6652(c)(2)(A), for failure to file annual
trust information returns under section 6034, appliesto atrust’sfailure to file Form 5227.
Increase the penalty under section 6652(¢)(2)(A), as applied to atrust’sfailureto file
Form 5227, to that imposed by section 6652(c)(1)(A), which is $20 each day the failure
continues, not to exceed the lesser of $10,000 or 5 percent of the organization’ s gross
receipts.



Recommend that the Congress consider whether it is appropriate to increase the penalty
imposed under section 6652(c)(2)(A) for fallure to file returns under section 6034
generaly.

General administrative provisions

Apply ahigher standard of behavior to conduct by the IRS, similar to that which would
be imposed on practitioners by the Joint Committee staff recommendations made
elsewherein this study.

Require the IRS to publish, annually, statistics concerning the number of payments made
and total amount paid out under section 7430 for taxpayers reasonable administrative
and litigation costs, aswell as a summary of the administrative issues raised with respect
to these payments and how these issues were resolved by the IRS.

Require the IRS to improve the supervisory review of the imposition of penalties as well
astheir abatement in order to provide greater uniformity in penalty and interest
administration and application.

Require the IRS to develop better information systemsin order to provide better statistical
information on abatements and the reasons and criteria for abatements.

Require the IRS to shorten significantly the current 45-day processing time for address
changes.

Require the IRS to establish administrative systems that assure that the proper
representative of ataxpayer receives the proper notice directly from the IRS.

Require the IRS to consider whether recent technological advances, such as e-mail and
facsimile transmissions, permit the utilization of alternative means of communicating with
taxpayers.

C. Joint Committee Staff Recommendations Relating to Corporate Tax Shelters

The Joint Committee staff recommends that a meaningful penalty structure be established

to discourage corporate taxpayers from entering into corporate tax shelter transactions. Thus, the
Joint Committee staff has developed a series of recommendations that would modify the
penalties and standards of practice as they relate to corporate tax shelters. The recommendations
fall into two categories. (1) those that affect corporations that participate in tax shelters, and (2)
those that affect other partiesinvolved in corporate tax shelters. In addition, the Joint Committee
staff makes a number of recommendations regarding new disclosure and registration obligations
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with respect to corporate tax shelters. 1n accordance with its findings, the Joint committee staff
recommends the following with respect to corporate tax shelters.

Recommendations that affect cor por ations which participatein cor poratetax shelters

. Clarify the definition of a corporate tax shelter for purposes of the understatement penalty
with the addition of severa “tax shelter indicators.” With respect to a corporate
participant, a partnership, or other entity, plan, or arrangement will be considered to have
asignificant purpose of avoidance or evasion of Federal income tax if it is described by
one (or more) of the following indicators:

C

The reasonably expected pre-tax profit from the arrangement isinsignificant relative
to the reasonably expected net tax benefits.

The arrangement involves a tax-indifferent participant, and the arrangement (1) results
in taxable income materially in excess of economic income to the tax-indifferent
participant, (2) permits a corporate participant to characterize items of income, gain,
loss, deductions, or creditsin a more favorable manner than it otherwise could
without the involvement of the tax-indifferent participant, or (3) resultsin a
noneconomic increase, creation, multiplication, or shifting of basis for the benefit of
the corporate participant, and resultsin the recognition of income or gain that is not
subject to Federal income tax because the tax consequences are borne by the tax-
indifferent participant.

The reasonably expected net tax benefits from the arrangement are significant, and the
arrangement involves atax indemnity or similar agreement for the benefit of the
corporate participant other than a customary indemnity agreement in an acquisition or
other business transaction entered into with a principal in the transaction.

The reasonably expected net tax benefits from the arrangement are significant, and the
arrangement is reasonably expected to create a* permanent difference” for U.S.
financial reporting purposes under generally accepted accounting principles.

The reasonably expected net tax benefits from the arrangement are significant, and the
arrangement is designed so that the corporate participant incurs little (if any)
additional economic risk asaresult of entering into the arrangement.

. An entity, plan, or arrangement can still be atax shelter even though it does not display
any of the tax shelter indicators, provided that a significant purpose is the avoidance or
evasion of Federal income tax.

. Modify the penalty so that, with respect to a corporate tax shelter, there would be no
requirement that the understatement be substantial.
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. Increase the understatement penalty rate from 20 percent to 40 percent for any
understatement that is attributable to a corporate tax shelter. The IRS would not have the
discretion to waive the understatement penalty in settlement negotiations or otherwise for
corporate tax shelters.

. Provide that the 40-percent penalty could be completely abated (i.e., no penalty would
apply) if the corporate taxpayer establishes that it satisfies certain abatement
requirements. Foremost among the abatement requirements is that the corporate
participant believes thereis at |east a 75-percent likelihood that the tax treatment would be
sustained on the merits. Another requirement for complete abatement involves disclosure
of certain information that is certified by the chief financial officer or another senior
corporate officer with knowledge of the facts.

. Provide that the 40-percent penalty would be reduced to 20 percent if certain required
disclosures are made, provided that the understatement is attributable to a position with
respect to the tax shelter for which the corporate participant has substantial authority in
support of such position.

. Require a corporate participant that must pay an understatement penalty of at least $1
million in connection with a corporate tax shelter to disclose such fact to its shareholders.
The disclosure would include the amount of the penalty and the factual setting under
which the penalty was imposed.

Recommendationsthat affect other partiesinvolved in corpor ate tax shelters

. Increase the penalty for aiding and abetting with respect to an understatement of a
corporate tax liability attributable to a corporate tax shelter from $10,000 to the greater of
$100,000 or one-half the fees related to the transaction.

. Expand the scope of the aiding and abetting penalty to apply to any person who assists or
advises with respect to the creation, implementation, or reporting of a corporate tax
shelter that results in an understatement penalty if (1) the person knew or had reason to
believe that the corporate tax shelter could result in an understatement of tax, (2) the
person opined or advised the corporate participant that there existed at least a 75-percent
likelihood that the tax treatment would be sustained on the meritsif challenged, and (3) a
reasonabl e tax practitioner would not have believed that there existed at least a 75-percent
likelihood that the tax treatment would be sustained on the merits if challenged.

. Require the publication of the names of any person penalized under the aiding and
abetting provision and an automatic referral of the person to the IRS Director of Practice.



. Clarify the U.S. government’ s authority to bring injunctive actions against persons who
promote or aid and abet in connection with corporate tax shelters.

. Include the explicit statutory authorization for Circular 230 in Title 26 of the United States
Code and authorize the imposition of monetary sanctions.

. Recommend that, with respect to corporate tax shelters, Treasury amend Circular 230
generdly to (1) reviseits definitions, (2) expand its scope, and (3) provide more
meaningful enforcement measures (such as the imposition of monetary sanctions,
automatic referral to the Director of Practice upon the imposition of any practitioner
penalty, publication of the names of practitioners that receive letters of reprimand, and
automatic notification to state licensing authorities of any disciplinary actions taken by the
Director of Practice).

Disclosure and registr ation obligations

Corporate taxpayer disclosure

. 30-day disclosure.--Arrangements that are described by atax shelter indicator and in
which the expected net tax benefits are at least $1 million would be required to satisfy
certain disclosure requirements within 30-days of entering into the arrangement.

» The 30-day disclosure would include a summary of the relevant facts and
assumptions, the expected net tax benefits, each tax shelter indicator that describes
the arrangement, the analysis and legal rationale, the business purpose, and the
existence of any contingent fee arrangements.

» Thechief financial officer or another senior corporate officer with knowledge of the
facts would be required to certify, under penalties of perjury, that the disclosure
statements are true, accurate, and complete.

. Tax-return disclosure.--Arrangements that are described by atax shelter indicator
(regardless of the amount of net tax benefits) would be required to satisfy certain tax-
return disclosure requirements.

» Thetax-return disclosure would include a copy of any required 30-day disclosure.

» Thetax-return disclosure al'so would identify which tax shelter indicators describe one
or more arrangements reflected on the return.



Tax shelter registration

Modify the present-law rules regarding the registration of corporate tax shelters by (1)
deleting the confidentiality requirement, (2) increasing the fee threshold from $100,000 to
$1 million, and (3) expanding the scope of the registration requirement to cover any
corporate tax shelter that is reasonably expected to be presented to more than one
participant.

Require additional information reporting with respect to the registration of tax shelter
arrangements that are described by atax shelter indicator. The additional information
would include the claimed tax treatment and summary of authorities, the tax shelter
indicator(s) that describes the arrangement, and certain calculations relating to the
arrangement.
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II. LEGISLATIVE MANDATE AND METHODOLOGY
A. Mandatefor Study

Under section 3801 of the IRS Reform Act, the Joint Committee on Taxation and the
Secretary of the Treasury were each directed to conduct a study (1) reviewing the administration
and implementation by the IRS of the penalty and interest provisions of the Code and (2) making
any legidative or administrative recommendations the Joint Committee or the Secretary deems
appropriate to simplify penalty or interest administration and to reduce taxpayer burden. These
studies are required to be submitted to the House Committee on Ways and Means and the Senate
Committee on Finance by July 22, 1999.

The legidative history for the IRS Reform Act indicates Congressional intent that these
studies examine whether the current penalty and interest provisions (1) encourage voluntary
compliance, (2) operate fairly, (3) are effective deterrents to undesired behavior, and (4) are
designed in amanner that promotes efficient and effective administration of the provisions by the
IRS. Thelegidative history also indicates Congressional intent that the Joint Committee on
Taxation and the Secretary of the Treasury consider public commentsin connection with their
studies.

B. Study Methodology

In order to satisfy the legislative mandate, the Joint Committee staff undertook an
extensive study of the present-law system of penalties and interest. The Joint Committee staff
reviewed each of the penalty and interest provisions of the Code. (See the discussion below with
respect to the Joint Committee staff’ s analysis of the scope of the study.) In addition, Joint
Committee staff economists undertook an analysis of the economic considerations that
determine, in part, taxpayers decisions with regard to tax evasion or compliance, and the Federal
Government’ s decisions in setting enforcement parameters, including penalties.

The Joint Committee staff met extensively with both the IRS and the Treasury
Department to review the administration of the present-law system of penalties and interest. The
Joint Committee staff reviewed stated IRS procedures and whether such procedures are
consistently followed.

The Joint Committee staff requested that the General Accounting Office (“GAQ”)
undertake a study of IRS administration with respect to the abatement of penalties and interest
under present law. The GAO investigated |RS practices and procedures for abatement of
penalties and interest. As part of itsinvestigation, the GAO reviewed data provided by the IRS
and reviewed the abatement processes in two IRS Service Centers and two District Offices. The
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results of the GAO investigation were included in two reports prepared for the Joint Committee

staff .3

The Joint Committee staff, with the assistance of the staff of the Library of Congress,
reviewed the penalty and interest regimes of selected foreign countries.

On December 21, 1998, the Joint Committee staff issued a press release inviting interested
parties to submit written comments and recommendations on matters relevant to the study.
Specificaly, the Joint Committee staff invited comments with respect to the following matters:

C

The extent to which the present-law Federal penalty and interest provisions:

C Encourage voluntary compliance (and the extent to which the administration of

these provisions by the Internal Revenue Service encourages voluntary

compliance).

Deter noncompliance, tax avoidance, and fraud.

Produce inequitable results or undue hardships for taxpayers.

Result in unequal treatment of similarly situated taxpayers.

Result in inequitable treatment of taxpayers and other third parties such as tax

return preparers or providers of information returns.

C Resultintax overpayments or underpayments because of disparities with
commercia borrowing rates.

C Resultininefficient or ineffective tax administration.

Whether communications from the Internal Revenue Service to taxpayers provide an

adequate explanation of why penalties and interest were imposed.

With respect to the Commissioner’ s authority to waive penalties and abate interest:

C The sources and scope of the Commissioner’ s authority to waive or not enforce
penalties and whether such authority should be modified.

C  Whether the Commissioner’ s authority to abate interest should be modified.

C Whether the administration of the penalty waiver and interest abatement authority
isapplied uniformly and fairly and the effect of such administration (including the
effect on compliance).

Whether certain provisions of the Internal Revenue Code should be clarified to

identify whether they impose a penalty or atax.

How the Federal penalty and interest provisions compare to penalty and interest

provisions of voluntary tax systems of other countries.

Whether different entities should be subject to different penalty regimes and whether

such different regimes should be determined by reference to the four operating units

in the Commissioner’ srestructuring plan for the Internal Revenue Service.

Specific recommendations on way's to:

OO OO OO

3 Thesereports are reprinted in Part 111 of Volume Il of this study.

12-



C Encourage voluntary compliance.

C Deter noncompliance, tax avoidance, and fraud.

C Align the structure of the penalty and interest provisions with the pending
reorganization of the Internal Revenue Service.

C Simplify the present-law penalty and interest provisions.

C Makethe administration of penalty and interest provisions more efficient and
effective.

C Reduceinequities and burdens of taxpayers who are (or may be) subject to the
penalty and interest provisions.

C Any other matters that may be relevant to this study.

Interested parties were requested to submit comments in writing to the Joint Committee
on Taxation by February 26, 1999. The Joint Committee staff received written submissions from
more than 20 commentators. Summaries of the comments received are included in Appendix B
of Volume |, below, and the texts of these comments are reproduced in Volumell. In addition,
Joint Committee staff met with representatives of certain of the major taxpayer groups and
professional organizations with respect to their written comments.

C. Scope of the Study

The Joint Committee staff study includes an analysis of each of the provisions of the
Code that are statutorily called civil penalties. In addition, in preparing the study, the Joint
Committee staff addressed the question of whether any provisions of the Code that are not called
penalties, but that may function as penalties, should be included within the scope of the study.*

The decision whether or not to include any particular provision within the scope of the
study is not intended to have any precedential value with respect to whether the provisionisa
penalty for any other purpose (such as for purposes of determining priority status in bankruptcy
or for interest calculations). As described below, the Joint Committee staff limited the scope of
the study in amanner intended to draw alogical distinction between provisions considered
penalties and provisions that are more appropriately considered to be an inherent element of the

4 The Joint Committee staff did not include within the scope of its study penalties that are
not specifically contained in the Code, such as certain penalties that can be imposed by the Tax
Court, e.g., on taxpayers that maintain frivolous positions.
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tax benefit being conferred.® The Joint Committee staff recognized that different conclusions as
to whether aprovisionisa“penalty” might be drawn in different contexts.

The scope of the study generally was limited to sanctions in the Code that relate to the
collection of the proper amount of tax liability (such as penalties relating to payment of the
proper amount of tax, reporting of income, or failure to provide information returns or reports).
The scope of the study was not extended to provisions that address substantive Federal tax
issues, including the adverse tax consequences that may result from the failure to meet
requirements that are a condition of obtaining a particular tax benefit. For example, the Code
imposes special substantiation requirements with respect to deductions for travel, gift, and
entertainment expenses and expenses related to certain types of property.® Failure to comply
with the substantiation requirements resultsin aloss of the deduction. Theloss of the deduction
isnot considered a penalty, but merely the result of afailure to comply with the substantive tax
rules. Asanother example, if capital assets are depreciated and then sold, the depreciation may
be recaptured (i.e., aportion of any gain on the sale may be ordinary income rather than capital
gain). Depreciation recaptureis aso not a penalty, but anormal function of the application of the
substantive income tax rules--due to the sale of the asset, the taxpayer is not entitled to the
benefit from the depreciation.

The so-called “marriage penalty” also was not considered a penalty for purposes of the
Joint Committee staff study. The differencesin tax liability that occur when two individual
taxpayers marry result from the substantive operation of the present-law income tax system.

Certain of the provisions relating to tax-exempt organizations and tax-qualified pension
plans raised questions as to whether they are properly considered penalties within the scope of
the study. Section 501(c)(3) providesfor 27 different categories of nonprofit organizations that
are generally exempt from Federal income tax.” Similarly, pension plans that meet the

® Thus, the Joint Committee staff did not use the broadest possible definition of a penalty
for purposes of the study. If abroad definition of penalty were used, then virtually any tax
regime could be characterized as a penalty system. For example, the $500 child tax credit could
be characterized as a penalty imposed on those taxpayers who do not have children, because
taxpayers without children are “ penalized” by not receiving the tax benefit conferred on
taxpayers with children.

6 Sec. 274. Referencesin this document to “section” or “sec.” are referencesto the
Internal Revenue Code of 1986 unless otherwise specified.

" Income derived from activities that are substantially related to the organization’s
exempt purposes and the organization’ s investment income are generally exempt from Federal
income tax. Tax-exempt organizations are generally subject to tax on any income derived from
business activities that are regularly carried on and that are not substantially related to their
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requirements set forth in the Code® are generally exempt from tax.® In general, failure to satisfy
the requirements applicable to the tax-exempt organization or pension plan resultsin loss of tax-
exempt status (and any other associated tax benefits). In some cases, however, the Code
imposes excise tax sanctions on certain activitiesin lieu of loss of tax-exempt status.’® For
example, separate excise taxes are imposed on the failure of an employer to meet the minimum
funding requirements applicable to certain types of qualified pension plans;*! nondeductible
contributions to a qualified pension plan;* excess contributions to individual retirement plans
and similar arrangements;*® and failure of a qualified pension plan participant to receive minimum
required distributions.* The Code also imposes excise taxes on prohibited transactions between
aqualified pension plan and certain persons closely associated with the plan.®® Similar excise tax
sanctions apply with respect to various activities of private foundations.’® Excise taxes are also
imposed on excess benefit transactions and lobbying expenditures of certain tax-exempt
organizations.’” It was necessary to determine whether these and other provisions that impose
sanctionsin lieu of loss of favorable tax treatment were within the scope of the study.

exempt purposes (called “unrelated business taxable income”). An additional tax benefit is
associated with tax-exempt charitable organizations; subject to certain limits, contributions to
such organizations are deductible.

8 The qualification requirements are generally contained in Code section 401(a) and
sections referred to therein.

® Additional tax benefits are associated with qualified pension plan benefits. For
example, within limits, employers receive a current deduction for contributions to qualified plans,
but employees are not required to include plan benefits in income until received.

10 For acomplete listing of these excise taxes, see Joint Committee on Taxation,
Schedule of Present Federal Excise Taxes (as of January 1, 1999) (JCS-2-99), March 29, 1999.

1 Sec. 4971.

12 Sec. 4972.

13 Sec. 4973.

¥ Sec. 4974.

5 Sec. 4975.

16 Secs. 4941-4945.

7 Secs. 4911 and 4958.
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The parameters for determining what should be included in the study, as described above,
were applied to the various provisions relating to qualified plans and tax-exempt organizations.
The Joint Committee staff determined that the loss of tax-exempt statusis not a penalty, but a
result of the failure to comply with the provisions granting tax-exempt status. The Joint
Committee staff also determined that the excise tax sanctions imposed in lieu of loss of tax-
exempt status generally should not be included in the study.® There were two primary reasons
for this determination. First, such provisions were determined to be closely linked with the
provisions conferring the tax benefit—.e., they arein lieu of 1oss of tax-exempt status. Because
the loss of tax-exempt status was not considered a penalty, it was considered inappropriate to
treat generally lesser, alternative sanctions as a penalty. Second, including such provisions as
penalties could make it more difficult to draw a distinction between normal operation of the
substantive rules of the Code and “penalty” provisions, and could result in the inappropriate
expansion of the study to include almost any Code provision.

Another provision relating to qualified pension plans and similar arrangements is the 10-
percent tax on early withdrawals (sec. 72(t)). The 10-percent early withdrawal tax is generally
imposed on withdrawals from such plans prior to age 59-1/2, unless an exception to the tax
applies.’® While structured as an additional income tax, this provision is popularly referred to asa
“penalty.” For example, billsintroduced in the Congress providing for additional exceptionsto
the early withdrawal tax frequently refer to the bill as providing for “penalty-free” withdrawals.
This provision is not included in the study. The purpose of the early withdrawal tax isto
recapture the tax benefits provided to qualified plan benefits in the event they are not used for
their intended purpose, i.e., the provision of retirement income. The early withdrawal tax isthus
part of the normal operation of the substantive provisions of the Code, much like depreciation
recapture, and is not considered a penalty for purposes of this study.

8 There is some case law with respect to whether certain of these excise tax provisions
are “penalties.” The Joint Committee staff did not find this case law to be dispositive of the
issue. The casesdeal with relatively narrow, technical issues, such as whether the taxes owed
under the provisions receive favorable priority in bankruptcy. In addition, the cases do not reach
auniform result. Cf., Latterman v. United States, 872 F.2d 564 (3rd Cir. 1989) (holding that the
first-tier prohibited transaction excise tax under sec. 4975(a) isa“tax” and not a*“penalty” for
purposes of determining when interest begins to accrue on amounts due) with Farrell v. United
States, 484 F. Supp. 1097 (E.D. Ark. 1980) (holding that the excise tax on self dealing under
section 4941 isa“penalty” and not a“tax” for the same purpose).

¥ A similar tax isimposed on early withdrawals from annuity contracts (sec. 72(q)) and
modified endowment contracts (sec. 72(u)).

2 Similarly, the taxes under secs. 72(q) and 72(u) are not included in the study.
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Similarly, the rule that subjects undistributed income of a charitable remainder trust to
unrelated businessincome tax if the trust has any unrelated business taxable incomein a
particular year? is characterized on occasion as a“penalty,” because other tax-exempt entities
typically pay unrelated business income tax only on the portion of their income that constitutes
unrelated business taxable income. Aswith the 10-percent early withdrawal tax, this provisionis
not included in the study. The unrelated business income tax rule of section 664(c) isintended to
deny exemption from tax for any year in which a charitable remainder trust has unrel ated
business taxable income. Consequently, the Joint Committee staff viewed this provision asan
adverse tax consequence that results from the failure to comply with the substantive tax rules
applicable to charitable remainder trusts.

The Joint Committee staff determined that provisions relating to the failure to comply
with certain group health plan rules® should be included within the scope of the study. These
provisions are not associated with any tax benefit. In some cases, the Congress could have
structured such provisionsto betied to atax benefit; in fact, the original penalty for failure to
comply with the health care continuation rules was loss of the employer deduction for health care
expenses. However, given that these provisions are not tied to atax benefit, and that the primary
purpose of these rulesisto enforce requirements unrelated to the tax system, the Joint
Committee staff determined that they should be included in the study.

2 Sec. 664(c).

% These rulesinclude the excise taxes on the following: (1) failuresto comply with the
health care continuation rules (sec. 4980B); (2) noncomforming group health care plans (sec.
5000); (3) failluresto comply with requirements relating to health care portability, renewability,
and access (secs. 9801, 9802, and 9803); (4) discrimination against individuals based on health
status (sec. 9802); and (5) failures to comply with requirements relating to coverage of mothers
and newborns and mental health conditions (secs. 9811 and 9812).
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1. OVERVIEW OF PRINCIPAL CIVIL
PENALTY PROVISIONS

A. Dédinquency Penalties
Failuretofile

Under present law, ataxpayer who failsto file atax return on atimely basisis subject to a
penalty equal to 5 percent of the net amount of tax due for each month that the return is not filed,
up to amaximum of 5 months or 25 percent.® An exception from the penalty appliesif the
failureis due to reasonable cause. The net amount of tax due isthe excess of the amount of the
tax required to be shown on the return over the amount of any tax paid on or before the due date
prescribed for the payment of tax.2*

The fraud and negligence penalties do not apply in the case of anegligent or fraudulent
failureto fileareturn. Instead, in the case of afraudulent failureto file areturn, the failureto file
penalty isincreased to 15 percent of the net amount of tax due for each month that the returnis
not filed, up to amaximum of 5 months or 75 percent.®

Failureto pay

Taxpayers who fail to pay their taxes are subject to a penalty of 0.5 percent per month on
the unpaid amount, up to amaximum of 25 percent.® If a penalty for failure to file and a penalty
for failure to pay tax shown on areturn both apply for the same month, the amount of the
penalty for faillure to file for such month is reduced by the amount of the penalty for failure to
pay tax shown on areturn. If areturnisfiled more than 60 days after its due date, then the
penalty for failure to pay tax shown on areturn may not reduce the penalty for failureto file
below the lesser of $100 or 100 percent of the amount required to be shown on the return. For
any month in which an installment payment agreement with the IRS isin effect, the rate of the
penalty is half the usua rate (0.25 percent instead of 0.5 percent), provided that the taxpayer filed
the tax return in atimely manner (including extensions).?

2 Sec. 6651(a)(1).

2 Sec. 6651(b)(1).

% Sec. 6651(F).

% Sec. 6651(a)(2) and (3).

Z Sec. 6651(h). This provision was added by section 3303 of the IRS Reform Act.
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Failureto maketimely deposits of tax

The penalty for the failure to make timely deposits of tax consists of afour-tiered
structure in which the amount of the penalty varies with the length of time within which the
taxpayer corrects thefailure.® A depositor is subject to a penalty equal to 2 percent of the
amount of the underpayment if the failureis corrected on or before the date that is 5 days after
the prescribed due date. A depositor is subject to a penalty equal to 5 percent of the amount of
the underpayment if the failure is corrected after the date that is 5 days after the prescribed due
date but on or before the date that is 15 days after the prescribed due date. A depositor is subject
to apenalty equal to 10 percent of the amount of the underpayment if the failure is corrected after
the date that is 15 days after the due date but on or before the date that is 10 days after the date of
the first delinquency notice to the taxpayer (under sec. 6303). Finally, adepositor is subject to a
penalty equal to 15 percent of the amount of the underpayment if the failure is not corrected on
or before the date that is 10 days after the date of the first delinquency notice to the taxpayer
(under sec. 6303).%

An exception from the penalty appliesif the failureis due to reasonable cause. In
addition, the Secretary may waive the penalty for an inadvertent failure to deposit any
employment tax by specified first-time depositors.®

The taxpayer may designate the period to which each deposit is applied. The designation
must be made during the 90 days immediately following the sending of the related IRS penalty
notice. For deposits required to be made after December 31, 2001, any deposit isto be applied to
the most recent period to which the deposit relates, unless the taxpayer explicitly designates
otherwise.*

% Sec. 6656.

2 |n cases where the collection of thetax isin jeopardy, the 15-percent rate applies if the
taxes are not deposited on or before the date on which notice and demand for immediate
payment is given under section 6861, section 6862, or the last sentence of section 6331(a).

% Sec. 6656(C).
3L This provision was added by section 3304 of the IRS Reform Act.
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B. Accuracy-Related Penalties
Overview
All of the generally applicable penalties relating to the accuracy of tax returns are
consolidated into one part® of the Code: the negligence penalty, the substantial understatement
penalty, and the valuation penalties. These consolidated penalties are also coordinated with the
fraud penalty. This statutory structure operates to eliminate any stacking of the penalties.

Accuracy-related penalty

The accuracy-related penalty® isimposed at arate of 20 percent of the portion of any
underpayment that is attributable to (1) negligence, (2) any substantial understatement of income
tax, (3) any substantial valuation overstatement, (4) any substantial overstatement of pension
liabilities, or (5) any substantial estate or gift tax valuation understatement. In addition, the
penalty is doubled for certain gross valuation misstatements.

Negligence

If an underpayment of tax is attributable to negligence, the negligence penalty applies
only to the portion of the underpayment that is attributable to negligence. Negligence includes
any careless, reckless, or intentional disregard of rules or regulations, aswell asany failureto
make a reasonabl e attempt to comply with the provisions of the Code.

Substantial understatement of income tax

The accuracy-related penalty appliesto the portion of an underpayment that is attributable
to a substantial understatement of incometax. In determining whether a substantial
understatement exists, the amount of the understatement is reduced by any portion attributable
toanitemif (1) the treatment of the item on the return is or was supported by substantial
authority, or (2) facts relevant to the tax treatment of the item were adequately disclosed on the
return or on a statement attached to the return. Special rules apply to tax shelters®

% Part |1 of Subchapter A of Chapter 68 (secs. 6662, 6663, and 6664).
% Sec. 6662.
% SeePart VIII, below, for adetailed discussion of this penalty.
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Substantial valuation overstatement

A penalty appliesto the portion of an underpayment that is attributable to a substantial
valuation overstatement. A substantial valuation overstatement exists if the value or adjusted
basis of any property claimed on areturn is 200 percent or more of the correct value or adjusted
basis. The amount of the penalty for a substantial valuation overstatement is 20 percent of the
amount of the underpayment if the value or adjusted basis claimed is 200 percent or more but
less than 400 percent of the correct value or adjusted basis. If the value or adjusted basis claimed
IS 400 percent or more of the correct value or adjusted basis, then the overvaluation is a gross
valuation misstatement.

Substantial overstatement of pension liabilities

The accuracy-related penalty appliesto substantial overstatements of pension liabilities.
The taxpayer is subject to this component of the accuracy-related penalty only if the actuarial
determination of pension liabilitiesis 200 percent or more of the amount determined to be
correct, but less than 400 percent of such amount. If the actuarial determination is 400 percent or
more of the correct amount, then the overstatement is a gross val uation misstatement.

Substantial estate or gift tax valuation understatement

The accuracy-related penalty also applies to substantial estate or gift tax valuation
understatements. The taxpayer is subject to this penalty only if the value of any property claimed
on an estate or gift tax return is 50 percent or less of the amount determined to be correct. If the
value claimed is 25 percent or less of the correct amount, then the understatement is a gross
valuation misstatement.

Gross valuation misstatements

The rate of the accuracy-related penalty is doubled (to 40 percent) in the case of gross
valuation misstatements. There are three types of gross valuation misstatements. Thefirst isthe
same as the substantial valuation overstatement component of the accuracy-related penalty,
except that the doubling isto apply only to valuation overstatements claimed on areturn that are
400 percent or more of the amount determined to be the correct amount. The second is the same
asthe substantial overstatement of pension liabilities component of the accuracy-related penalty,
except that the doubling isto apply only to overstatements of pension liabilities that are 400
percent or more of the correct amount. The third isthe same as the substantial estate or gift tax
valuation understatement component of the accuracy-related penalty, except that the doubling is
to apply only to valuations claimed on the estate or gift tax return that are 25 percent or less of
the amount determined to be the correct amount.
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Fraud penalty

The fraud penalty isimposed at arate of 75 percent of the portion of any underpayment
that is attributable to fraud.® The accuracy-related penalty does not to apply to any portion of an
underpayment on which the fraud penalty isimposed.

Reasonable cause and special rules

No penalty isto be imposed if it is shown that there was reasonabl e cause for an
underpayment and the taxpayer acted in good faith.*® An accuracy-related or fraud penalty is
imposed only if areturn has been filed.® Thisrule hasthe effect of coordinating the
accuracy-related penalties with the failure to file penalties.

% Sec. 6663.
% Sec. 6664(c).
37 Sec. 6664(b).
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C. Information Reporting Penalties
Overview

The information return penalties are designed to encourage personsto file correct
information returns even though such returns are filed after the prescribed filing date. Thereisa
three-tier penalty structure in which the amount of the penalty varies with the length of time
within which the taxpayer correctsthe failure. Also, taxpayers may correct a de minimis number
of errorsand avoid penalties entirely.

Failuretofilecorrect information retur ns

Any person that failsto file a correct information return with the Internal Revenue Service
on or before the prescribed filing date is subject to a penalty that varies based on when, if at all,
the correct information returnisfiled.® If aperson files a correct information return after the
prescribed filing date but on or before the date that is 30 days after the prescribed filing date, the
amount of the penalty is $15 per return, with a maximum penalty of $75,000 per calendar year. If
aperson files a correct information return after the date that is after 30 days after the prescribed
filing date but on or before August 1, the amount of the penalty is $30 per return, with a
maximum penalty of $150,000 per calendar year. If acorrect information returnis not filed on or
before August 1 of any year, the amount of the penalty is $50 per return, with a maximum
penalty of $250,000 per calendar year.

Thereisaspecial rule for de minimis failures to include the required correct information.
This exception appliesto incorrect information returns that are corrected on or before August 1.
Under the exception, if an information return is originally filed without all of the required
information or with incorrect information and the return is corrected on or before August 1, then
the original return istreated as having been filed with all of the correct required information. The
number of information returns that may qualify for this exception for any calendar year islimited
to the greater of (1) 10 returns or (2) one-half of one percent of the total number of information
returnsthat are required to be filed by the person during the calendar year.*

Specia lower maximum levels for this penalty apply to small businesses. Small
businesses are defined as firms having average annual gross receipts for the most recent three
taxable years that do not exceed $5 million. The maximum penalties for small businesses are:
$25,000 (instead of $75,000) if the failures are corrected on or before 30 days after the prescribed
filing date; $50,000 (instead of $150,000) if the failures are corrected on or before August 1; and
$100,000 (instead of $250,000) if the failures are not corrected on or before August 1.

¥ Sec. 6721.
® Sec. 6721(0)(2).
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If the failure to file a correct information return is due to intentional disregard of the
requirement, the penalty is $100 per information return or, if greater, 10 percent® of the amount
required to be shown on the information return, with no limitation on the maximum penalty per
calendar year.

Failureto furnish correct payee statements

Any person that fails to furnish a correct payee statement to ataxpayer on or before the
prescribed due date is subject to a penalty of $50 per statement, with a maximum penalty of
$100,000 per calendar year.** If the failure to furnish a correct payee statement to ataxpayer is
due to intentional disregard of the requirement, the penalty is $100 per statement or, if greater, 10
percent® of the amount required to be shown on the statement, with no limitation on the
maximum penalty per calendar year.

Failureto comply with other infor mation reporting requirements

Any person that fails to comply with other specified information reporting requirements
on or before the prescribed date is subject to a penalty of $50 for each failure, with a maximum
penalty of $100,000 per calendar year.”® The information reporting requirements specified for this
purpose include any requirement to include a correct taxpayer identification number on areturn
or statement and any requirement to furnish a correct taxpayer identification number to another
person.* This penalty is coordinated with the penalty for failure to file correct information
returns and the penalty for failure to file correct payee statements by making this penalty
inapplicable to failures penalized under those provisions.

4 Different rules are specified for certain types of payments. With respect to gross
proceeds information reports, the percentageis 5 percent instead of 10 percent. With respect to
information reports on cash received in atrade or business, the penalty isthe greater of $25,000
or the amount of cash received in the transaction (up to $100,000).

4 Sec. 6722

2 \With respect to gross proceeds information reports, the percentage is 5 percent instead
of 10 percent.

% Sec. 6723,
“ Sec. 6724(d)(3).
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Reasonable cause

Any of the information reporting penalties may be waived if it is shown that the failure to
comply is due to reasonable cause and not to willful neglect.® For this purpose, reasonable cause
existsif significant mitigating factors are present, such as the fact that a person has an established
history of complying with the information reporting requirements.

% Sec. 6724(3).



D. Preparer, Promoter, and Protester Penalties

Return preparer penalties

If any part of an understatement of tax on areturn or claim for refund is attributable to a
position for which there was not arealistic possibility of being sustained on its merits, and if any
person who is an income tax return preparer with respect to such return or claim for refund knew
(or reasonably should have known) of such position and such position was not disclosed or was
frivolous, then that return preparer is subject to a penalty of $250.% The penalty is not imposed if
there is reasonable cause for the understatement and the return preparer acted in good faith.

If any part of an understatement of tax on areturn or claim for refund is attributable to a
willful attempt by an income tax return preparer to understate the tax liability of another person
or to any reckless or intentional disregard of rules or regulations by an income tax return
preparer, then the income tax return preparer is subject to a penalty of $1,000.4

Additional return preparer penalties apply to each failure to (1) furnish acopy of areturn
or claim for refund to the taxpayer, (2) sign the return or claim for refund, (3) furnish hisor her
identifying number, and (4) file a correct information return.”® The penalty is $50 for each failure
and the total penalties imposed for any single type of failure for any calendar year are limited to
$25,000.

Penalty for promoting abusive tax shelters

The amount of the penalty imposed for promoting abusive tax shelters equals $1,000 (or,
if the person establishesthat it isless, 100 percent of the gross income derived or to be derived by
the person from such activity).®® In calculating the amount of the penalty, the organizing of an
entity, plan, or arrangement and the sale of each interest in an entity, plan, or arrangement
constitute separate activities.

Penalty for aiding and abetting the under statement of tax liability

The penalty for aiding and abetting the understatement of tax liability isimposed in cases
where the person aids, assists, procures, or advises with respect to the preparation or presentation

% Sec. 6694(a).
7 Sec, 6694(h).
% Sec. 6695.

* Sec. 6700.



of any portion of areturn or other document if (1) the person knows or has reason to believe that
the return or other document will be used in connection with any material matter arising under
the tax laws, and (2) the person knows that if the portion of the return or other document were so
used, an understatement of the tax liability of another person would result. The penalty is $1,000,
except that if the return or other document relates to the tax liability of a corporation, the penalty
is$10,000.°

Frivolousincometax r eturn penalty

Any individual who files a frivolousincome tax return is subject to a penalty of $500.%

Sanctions and costs awarded by courts

The Tax Court may impose a penalty not to exceed $25,000 if ataxpayer (1) institutes or
maintains a proceeding primarily for delay, (2) takes aposition that isfrivolous, or (3)
unreasonably fails to pursue available administrative remedies.®

The Tax Court may require any attorney or other person permitted to practice before the
Court to pay excess costs, expenses, and attorney's fees that are incurred because the attorney or
other person unreasonably and vexatiously multiplied any proceeding before the Court.® If the
attorney is appearing on behalf of the Commissioner of Internal Revenue, the United Statesisto
pay these costsin the same manner as an award of these costs by adistrict court.

% Sec. 6701.
51 Sec. 6702.
%2 Sec. 6673(a).
5 Sec. 6673(h).
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V. OVERVIEW OF INTEREST PROVISIONS
In general

Taxpayers are required to pay interest to the IRS whenever there is an underpayment of
tax. Anunderpayment of tax exists whenever the correct amount of tax isnot paid by the last
date prescribed for the payment of the tax.> The last date prescribed for the payment of the
incometax istheoriginal due date of the return.® The IRSis generaly required to pay interest to
ataxpayer whenever thereis an overpayment of tax.* An overpayment of tax exists whenever
more than the correct amount of tax is paid as of the last date prescribed for the payment of the
tax. However, no interest isrequired to be paid by the IRS if it refunds or credits the amount due
with 45 days of thefiling of the return.’

Payment of tax

An amount is considered paid as tax on the last date prescribed for payment if it has been
paid or credited to the appropriate tax on or before such date. An amount that iswithheld, paid
or credited as an estimate or deposit of tax does not count as the payment of tax until applied to
the tax liability. Amountsthat are refunded, credited to other periods, or offset against other
liabilities are not considered as paid for this purpose.® An amount that was previously withheld,
paid or credited as an estimate or deposit of tax is applied to the tax liability for the year as of the
last day prescribed for payment of the tax.>® Any amount that was previously paid but has been
credited to alater year is considered credited on the last day prescribed for the payment of tax.®

For example, an individual taxpayer has withholding of $2,000 during 1999 and also pays
$1,000 in estimated taxes during 1999. On April 15, 2000, the taxpayer forgetsto file his return.
On May 15, the taxpayer files adelinquent return, showing total income tax of $2,500 and a
refund due of $500. Of this $500, the taxpayer requests that $300 be refunded to him and $200

5 Sec. 6601

% Sec. 6601(h).
% Sec. 6611.

57 Sec. 6611(€).
% Sec. 6513(d).
% Sec. 6513(h).
® Sec. 6513(d).
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credited to estimated taxes for the 2000 tax year. The IRS refunds the $300 and credits the $200
onJune 10. No interest isowed by either the taxpayer or the IRSin thiscase. Thereisno
underpayment, because an amount of estimated taxes and withholding that is not refunded or
credited to adifferent year equalsthe liability and is considered paid on the original due date of
the return, despite the return having been filed late. Thereisan overpayment, but no interest is
due from the IRS since the amount requested to be refunded is paid within 45 days of the filing
of thereturn.

|nterest rates

Different interest rates are provided for the payment of interest depending upon the type
of taxpayer, whether the interest relates to an underpayment or overpayment, and the size of the
underpayment or overpayment. Interest on both underpayments and overpaymentsis
compounded daily.®* A special net interest rate of zero applies in situations where interest is both
payable and allowable on offsetting amounts of overpayment and underpayment.®?

For individuals, interest on both underpayments and overpayments accrues at arate equal
to the short term applicable Federal rate (AFR) plus three percentage points.®

For corporations, interest on an underpayment generally accrues at arate equal to the
short term AFR plus 3 percentage points, unless the overpayment isa*large corporate
underpayment” (generally one in excess of $100,000) in which caseinterest accrues at arate
equal to the short term AFR plus 5 percentage points® Interest on corporate overpayments
generally accrues at rate equal to the short term AFR plus 2 percentage points, unless the
overpayment exceeds $10,000 in which case interest accrues at arate equal to the short term AFR
plus one-half percentage point.

Abatement
Interest can be abated or suspended in certain situations. In general, the Secretary is

authorized to abate interest that is not owed by the taxpayer, either because the interest was
erroneoudly or illegally assessed, or was assessed after the expiration of the period of limitations.

6l Sec. 6622.
&2 Sec. 6621(d).
8 Sec. 6621.

® The higher interest rate on large corporate underpayments, also known as “ hot
interest,” applies beginning 31 days after aletter or notice of proposed deficiency is sent (sec.
6621(C)).
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The Secretary also may abate interest that is attributable to unreasonable errors and delays by the
IRS, aswell asto erroneous written advice furnished by the IRS. The Secretary may abate
interest if, in his judgement, the administration and collection costsinvolved do not warrant the
collection of the amount due.

The Secretary is required to abate interest in the case of a declared disaster or certain
erroneous refunds attributable solely to errors made by the IRS. The Secretary isrequired to
suspend the accrual of interest if the IRS fails to contact the taxpayer in atimely manner and in
the case of taxpayers serving in acombat zone.

Interest that is abated is not owed by the taxpayer and does not accrue additional interest
through compounding or result in any additional penalties. If the accrual of interest is suspended
for aperiod, then that period is not taken into account in determining the interest owed on an
underpayment.



V. ECONOMICSOF TAX PENALTIESAND INTEREST
A. Penalties
Overview

Penalties for the failure to comply with tax laws are a necessary component of any system
of tax lawsiif broad compliance with the tax lawsis to be expected.® Penaltiesfor the failure to
comply with laws serve to establish and validate the standards of behavior set forth by the tax
laws themselves, as well as to punish specific departures from such laws. Furthermore, the
application of penaltiesin specific instances will help to promote the continued compliance with
the tax laws by the currently law-abiding. In the absence of penalties, the tax laws would, at best,
represent a suggested code of behavior. Anyone who disagreed with such code would be able to
violate it without consequence.

Idedlly, tax penalties would be set to achieve the goals mentioned at the outset of this
study. That is, they should (1) encourage voluntary compliance, (2) operate fairly, (3) deter
undesired behavior, and (4) be designed in a manner that promotes efficient and effective
administration of the provisions by the IRS. In order to assess whether the current penalty
regime meets these goal's, and to form the basis for evaluating changesto thisregime, it is
necessary to have aframework to analyze the incentives for noncompliance and the role of
penatiesin atax system.

A complete discussion of tax penalties must begin by addressing the related issue of tax
evasion because tax noncompliance is a necessary precursor to the application of penalties. For
Federal taxes, estimates of the size of the tax gap--the difference between the taxes that
individuals and businesses legally owe and what they pay--vary widely.® Most estimates of the
size of thisgap are of a sufficient magnitude to require that tax rates be higher on compliant
taxpayersin order to raise necessary revenue.

The following is adiscussion of the economic considerations that determine, in part,
taxpayers decisions with regard to tax evasion or compliance. The government's decisionsin
setting enforcement parameters, including penalties, is then examined.

% Asthe discussion showsin Part | X, below, tax penalties are used as a mechanism to
improve tax compliance in most countries.

% For adiscussion of issues involved in the measurement of tax noncompliance, see
James Andreoni, Brian Erard, and Jonathan Feinstein, Tax Compliance, Journal of Economic
Literature, Vol. XXXVI, June 1998, at 819.
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Taxpayer'sdecision

Economists typically view the taxpayer's decision to comply fully or not to comply fully
with the tax laws as arational choice to maximize his or her expected “ utility,” or well-being. In
this framework, the taxpayer chooses alevel of compliance by weighing the tradeoff between
compliance and evasion, choosing the level of compliance that will lead to the highest expected
level of personal net benefits. The taxpayer's choice will depend on the various factors that affect
the benefits and costs of tax evasion relative to complying with the tax laws. Among the factors
that will influence the decision are the probability of the evasion being detected through audit, the
back taxes, interest, and civil and criminal penaltiesthat will be imposed if evasion is detected, the
taxpayer's ethics or degree of honesty (alternatively, the expected level of guilt that would arise
from evasion of taxes), damage to the reputation of the taxpayer if the evasion is detected, the
taxpayer'slevel of “risk aversion,” and the perceived benefits derived from a successful evasion
of taxes.®’

On the cost side, the audit probabilities and the penalties imposed are the principal
determinants of the expected costs of tax evasion. The actual costs of undergoing an audit,
regardless of the outcome, may also raise the expected cost of evasion. |If audits were strictly
random, such that ataxpayer’s probability of being audited does not depend on whether he or
shein fact cheated, the costs of undergoing an audit would not influence the decision to evade. If
the taxpayer’s cheating were to make an audit more likely, then the costs of undergoing an audit
should be taken into account in the decision whether or not to cheat. Another cost factor isthe
guilt that one might feel after evading taxes. While guilt, or more broadly one's feelings about the
morality of not paying one's taxes, is not often modeled in the economic analysis of tax evasion,
it clearly isafactor that influences human behavior. If ataxpayer expectsto feel guilty from tax
evasion, the taxpayer isless likely to engage in tax evasion. Anything that would raise these
expected costs, such asincreased penalties for evasion, both civil and criminal, or an increased
likelihood of evasion being detected due to increased audit rates, would generally be expected to
decrease the amount of evasion undertaken.®

¢ In theory, the net benefits should include consideration of the impact of one's tax
evasion on the provision of public goods and services from which the taxpayer benefits. Ina
large community of taxpayers, the marginal personal benefit directly derived solely from one's
own taxesislikely to be insignificant due to the diffuse benefits of the public good. Thus, in large
communities, the potential tax evader can dismiss the effect that his evasion may have on his
benefits from the provision of public goods and services.

% A government probably haslittle control over the guilt ataxpayer may experience from
evasion. Itispossiblethat penalties may reinforce guilt, and thus may reinforce compliant
taxpayer behavior that is based on guilt avoidance.
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The benefit from tax evasion is primarily the addition to after-tax income that results from
such cheating, but also may include the avoidance of the costs of complying with the tax laws.®®
The monetary benefit of tax evasion in the form of underreporting income or overstating
deductions will depend on the level of tax rates. For example, for each dollar of income that is
not reported, the taxpayer will benefit by the amount of the taxes that would have been paid on
that dollar of income, which is equal to the taxpayer's marginal tax rate multiplied by that dollar.
Thus, if other factors are held constant, tax evasion would be expected to increase the higher the
tax rate that one faces. While higher tax rates may provide an incentive for greater cheating, this
incentive could well be offset by higher audit probabilities for personsin higher marginal tax
brackets. If audit rates are correlated with higher tax rates, then it will not necessarily be the case
that personsin higher tax brackets will have greater likelihood of cheating. Again, ataxpayer
must weigh both the benefit side and the cost side of cheating before rationally determining a
compliance level that maximizes one's expected net benefits.

Further, there isthe taxpayer's “ degree of risk aversion,” or the extent to which the
taxpayer likes or dislikesrisk taking.” Taxpayerswill vary in their attitudes towards risk taking:
some will choose to cheat and others to comply, even though they might agree as to the potential
costs and potential benefits of cheating. The less risk-averse taxpayer is more likely to risk the
downside of cheating--getting caught--in order to reap the benefits of cheating--the addition to
after-tax income. Essentially, the taxpayer's attitude toward risk isthe final link in weighing the
cost and benefits to determine whether to evade taxes. While the government can affect the
benefits and costs of cheating, it basically has no control over the attitudes toward risk of agiven
taxpayer.

% While certain of the costs of tax compliance, such as record-keeping, may be incurred
regardless of whether ataxpayer complies with the tax laws, there are nonethel ess substantial
stand-alone costs to complying with the tax laws. See, for example, Joel Slemrod and Nikki
Sorum, The Compliance Cost of the U.S. Individual Income Tax System, National Tax Journal,
Vol. XXXVII, No. 4, December 1984.

0 A risk-averseindividual is one who would not accept a gamble whose expected value is
zero. Thus, if agamble pays zero dollars with probability 0.5 or 1 dollar with probability 0.5, its
expected value would be 50 cents. If it costs 50 cents to play the gamble, the gamble would have
an expected value of zero. A risk-averse taxpayer would not pay 50 cents or more to play the
gamble.

A risk-loving individual would be willing to pay more than 50 cents for the gamble. Ata
price of more than 50 cents, the expected value of the gamble is negative, but the prospect of
winning adollar motivates the risk lover. Just how much more than 50 cents an individua would
be willing to pay would depend on just how risk loving they were, though the individual would
not be willing to pay more than the possible winnings of 1 dollar.
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In sum, this basic model implies that the taxpayer will determine the benefits from
evasion times the probability of achieving those benefits, and subtract from that the costs of
evasion times the probability of those costs being imposed (i.e., being caught and having the
penalties assessed).” |f the expected benefits exceed the expected costs, ataxpayer who is not
risk-averse would choose to engage in tax evasion. A risk-averse taxpayer may choose not to
engage in tax evasion under the same scenario, as such taxpayer gives more weight to the costs
than to the benefits. Thus, as the penalties and probability of audit are raised, the costs of
cheating are raised, and improved compliance will result.

Government's decision

Most of the above discussion has focused on the individual taxpayer's private
benefit-maximizing choices with respect to compliance with the tax laws. The government’s
policy objective, on the other hand, isto maximize “social welfare.” With respect to taxes, its
objectiveisto design atax system that raises the desired amount of revenuesin an equitable and
efficient manner, taking into consideration the likely response of the public to the policiesit
adopts. In this system, the government policy options include setting the enforcement
parameters, i.e., the civil and criminal penalties and the resources devoted to audits. Likethe
rational taxpayer, the rational government should set these policy parameters with due
consideration of the costs and benefits that result from the choicesit makes. The government,
unlike the individual taxpayer, must consider the costs and benefits of its policies on the myriad
individual taxpayersthat are affected.

With respect to the enforcement parameters, the government benefits from more stringent
enforcement in several ways. First, more stringent enforcement in the form of higher audit rates
will bring inincreased revenues by identifying more tax delinquents and enabling the collection
of back taxes, interest, and penalties. Similarly, more stringent enforcement in the form of
increased monetary penalties from evasion will result in more revenues for each tax delinquent
uncovered. Second, increasing the enforcement parameters will lead to greater voluntary
compliance with the tax laws since this will raise the expected costs of evasion to the taxpayer,
and such greater voluntary compliance resultsin greater tax revenues.”” Furthermore, it is

"' Costs such asthe costs of “guilt” would not require getting caught in order to be
imposed, but would be imposed with a 100-percent probability for those for whom guilt would
be afactor.

2 For discussion and analysis of the effects of enforcement on compliance, see Frank
Malanga, The Relationship Between IRS Enforcement and Tax Yield, National Tax Journal, Vol.
XXXIX, No. 3, September 1986; Ann Witte and Diane Woodbury, The Effect of Tax L aws and
Tax Administration on Tax Compliance: The Case of the U.S. Individual Income Tax, National
Tax Journal, Vol. XXXVIII, No. 1, March 1985; Jeffrey A. Dubin and LouisL. Wilde, An
Empirical Analysis of Federal Income Tax Auditing and Compliance, National Tax Journal, Vol.
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reasonable to expect that a given individual is more likely to comply with the tax lawsif it is
believed that others are generally in compliance aswell. Such ataxpayer may be more motivated
by asense of collective responsibility to pay taxes rather than the strict individualistic cost/benefit
analysis previously outlined, and might willingly pay their tax obligation provided that others do
so aswell. However, in the face of widespread noncompliance, taxpayers may come to feel that
the tax system is unjust to those who do pay the tax. If the government cannot achieve a
reasonable level of compliance, ataxpayer's moral resolve to continue to pay the tax may erode.
Such taxpayers might begin to rationalize cheating.” For these taxpayers, increased enforcement
may not directly keep them in compliance out of fear of the consequences of cheating, but rather
indirectly keep them in compliance by virtue of keeping other taxpayersin compliance whose
motivations may differ.

There are costs to increased enforcement efforts as well. The most direct of these are the
necessary resources devoted to audits. These resources clearly include the auditors' time, but also
include the time of the law abiding taxpayers that are subject to audit. For cases that must be
litigated, additional costs include those necessary to prepare one' s case, both for the government
and the taxpayer. Finally, where criminal penalties are imposed that result in jail time, the costs
of incarceration must be considered.

Additionally, excessive enforcement efforts or unnecessarily harsh penalties could
undermine compliance if such enforcement efforts and penalties lead to an unnecessarily
adversaria relationship between the taxpayer and government. This adversaria relationship
could foster disrespect for the tax laws and |ead taxpayers to “get back” at the government by
evading taxes. Enforcement efforts that seem harsh or arbitrary are also not likely to achieve the
intended result of increasing compliance. Asthe link between offense and penalty becomes less
clear, the taxpayer cannot rationally respond to the penalty regime.

The government needs to balance these costs and benefits in setting its enforcement and
penalty policiesin order to collect taxes most efficiently.

XLI, No. 1, March 1988; and Jeffrey Dubin, Michael J. Graetz, and Louis Wilde, Are We a
Nation of Tax Cheaters? New Econometric Evidence on Tax Compliance, American Economic
Review, May 1987.

" For adiscussion of these and similar social or moral factors possibly considered in the
compliance decisions of individuals, see James Gordon, Individual Morality and Reputation
Costs as Deterrents to Tax Evasion, European Economic Review, 1989, 33(4) at 797-805;
Michael Spicer and Lee Becker, Fiscal Inequity and Tax Evasion: An Experimental Approach,
National Tax Journal, 1980, 33(2) at 171-75; and Joel Slemrod, On Voluntary Compliance,
Voluntary Taxes, and Social Capital, National Tax Journal, Vol. LI, No. 3, September 1998, at
485-491.
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Optimal magnitude of penalties

As noted above, most economic research has found that taxpayer compliance rises with
the probability of audit and the level of penalties. Thisimpliesthat, in theory, from the simple
economics of taxpayer behavior outlined above, the government could eliminate tax evasion with
the appropriate choices of (sufficiently high) audit rates and penalties. If all noncompliance could
be detected by audit, then a 100-percent audit rate would be sufficient to deter all tax evasion,
assuming that the penalty for evasion in such a circumstance would consist of at least back taxes
and interest charges so that the taxpayer is not made better off by evading taxes even though his
or her tax evasion is detected. The economic costs of such an approach are not likely to be
desirable, however. With a 100-percent audit rate, the resources devoted to audits, both on the
part of the government and the taxpayer, would be quite substantial. Furthermore, such costs
would fall disproportionately on law abiding taxpayers relative to a system of lower audit rates
and higher penalties.™

Alternatively, a government could choose to devote fewer resources to audit, but could
impose severe penalties on any taxpayer found to be cheating. For atypical, risk-averse, “ utility-
maximizing” taxpayer, aslong as there is some positive probability of detection, thereisa penalty
level that can be set that would deter all tax evasion. The economic model posits that risk-averse
taxpayers would not cheat so long as the expected value of their cheating was below zero. Since
the gain from cheating can be made arbitrarily low by establishing a penalty that is sufficiently
high, the expected value of the tax evasion can always be made to be less than zero, deterring all
evasion, in theory.

For example, assume that a taxpayer chooses not to report income that saveshim $1in
taxes. If heis caught, assume he will owe the taxes plus a penalty. One can think of this asthe
taxpayer taking agamble. If hischance of being audited is 1 percent, the taxpayer will win the
gamble 99 percent of thetime. The expected value of the gamble depends, however, on the
penalty if heis caught, and is given by

(1-p) x $1 + (p x X)
where p isthe probability of audit and X isthe penalty if caught. In thiscase p equals 1 percent,

and the expected value equals 99 cents plus 0.01X. Thus, the penalty would have to be set at $99
or greater for the expected value of the evasion to be $0 or less.

™ Strictly speaking, the given example of a 100-percent audit rate suggests that all
taxpayers would be law abiding and thus costs could not fall disproportionately on the law
abiding. However, audit rates that are high but less than 100 percent would presumably be
accompanied by some level of cheating, and the statement that the costs of such a system would
fall disproportionately on the law abiding holdstrue.
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An advantage of a high-penalty, low-audit regimeisthat it would be administratively
efficient. Fewer resources would be devoted to audit, and most costs of the enforcement regime
would be borne by the tax evaders who are subject to penalties. However, such high-penalty
regimes might be considered to be unfair if the penalty is not seen asfitting the crime. To the
extent that the penalty is seen by the administrator of the penalty to be unfair, and thus not
applied in practice, the deterrent effects of the penalty would not be realized.”

Government rolein practice

In practice, the government faces difficult issues in setting its enforcement policies. While
the economic theory can point to the likely effect of policies, thereis, in genera, insufficient data
on the magnitude and nature of taxpayer noncompliance, and insufficient knowledge of the
complex behavioral issues with respect to individual taxpayer behavior in the face of varying
enforcement regimes. To complicate matters further, there can be long lead times before an
optimal policy would haveits proper effect. For example, an increase in enforcement levels
might generate increased compliance in the short run only by actually catching and correcting
individual acts of noncompliance, whereas in the long run, as knowledge of increased
enforcement efforts spread, compliance would improve across the entire spectrum as taxpayers
reduced cheating in recognition of the increased likelihood of being caught and penalized. Thus,
it is possible that the short-run effects of apolicy could seem cost-ineffective even if the long-run
effects would justify the policy.” Similarly, it could be cost-effective in the short run to decrease
enforcement levels once taxpayers are generally in compliance. By doing so, the government
could save on its enforcement expenditures while for atime relying on the impression that it
remains tough on enforcement. However, as knowledge spreads that enforcement efforts have
waned, new taxpayers may become emboldened to cheat. In the face of budget pressures, there
islikely to be atendency toward decreased enforcement, whose harmful effects might not be felt
for several years.

Politicaly, policy makers are also more likely to hear from taxpayers who are unhappy
with enforcement actions, whether such actions were appropriate or inappropriate, and less likely
to hear from compliant taxpayers upset that other taxpayers may be underpaying their taxes. As
aresult, policy-makers may face pressures to set enforcement at levels lower than would be most

appropriate.

> For adiscussion of thisissue, see Department of the Treasury, Internal Revenue
Service, Commissioner’s Study of Civil Penalties, 1989, at I11-9.

" Asaresult, it may be difficult to adopt the appropriate long-run policiesin apolitical
Setting.
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B. Interest
Overview

Interest payments (receipts) are the price paid (received) for the use (forbearance) of
money for aperiod of time. The price paid, or interest, compensates the lender for the time-
value of money and the risk of the loan. The time-value of money reflects the fact that, on
average in the aggregate, aunit of consumption today is preferred to a unit of consumption
tomorrow. In the market equilibrium, the time-value of money isreflected by arisk-free rate of
return (as approximated by that of short-term Federal Government obligations, which carry
negligible default and liquidity risk and littleinflation risk). Loansthat are risky will pay a
premium to the risk-free rate to reflect the degree of risk undertaken in making the loan. Such
risks include both credit risk, or the possibility that the borrower will not repay the loan, and
inflation risk, the possibility that the nominal amount of the money, when paid back, will be
worth lessthan it istoday asaresult of price inflation.

An underpayment of taxesis analogousto aloan from the government for the period of
time between the time the payment was originally due and the time the underpayment was
satisfied. Similarly, an overpayment of taxesis analogous to aloan to the government for the
period of time between the time the payment was originally due and the time the government
refunded the overpayment. Animportant difference between a Federal tax overpayment or
underpayment and atypical loan agreement entered isthat at least one of the partiesto the
underpayment or overpayment--the Federal Government--has no intention of entering into the
loan. That is, the Federal Government does not wish to use the IRS as a vehicle to borrow from,
or to lend to, taxpayers. Certain taxpayers, on the other hand, may deliberately underpay or
overpay their tax obligations. One of the challengesin setting the overpayment and
underpayment interest ratesisto avoid incentives for taxpayers to overpay or underpay their tax
obligations.

By convention, the price paid for the use of money is usually stated as an annual interest
rate, regardless of the length of the loan. Thus, while mortgage loans are typically for 30 years
and require monthly payments, the interest rate is specified as an annual rate. Similarly, asavings
account will specify itsdividend or interest payment as an annual rate, though it may credit and
compound interest at periods of shorter duration.

Deter mination of interest rates

Market interest rates are those determined by market forces, i.e., by the interaction of the
forces of supply (lenders) and demand (borrowers) for money. At any given time, market
interest rates will vary based on the credit-worthiness of the borrower and the duration of the
loan. The less credit-worthy the borrower, the more risky the loan, and thus the higher the
interest rate will be to compensate for the possibility of default on the loan. The duration of the
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loan affects the market interest rate by introducing additional uncertainty in two ways. The
primary uncertainty introduced by longer duration loansis that of inflation. Since loans are
specified in nominal dollars, inflation will erode the value of the money that is ultimately repaid.
The longer the period of the loan, the greater the impact of inflation is on the value of the nominal
loan repayments. Thuslonger duration loans are generally expected to pay a premium to reflect
thisrisk.” The second reason that duration affects the interest rate is that the longer isthe loan
repayment period, the more difficult it isto foresee the credit worthiness of the borrower at a
future point in time, and thus the greater the likelihood of default occurring at some point during
the loan repayment. Additionally, for illiquid loans (those that cannot be easily sold to athird
party), alender may require a higher interest rate to compensate for the uncertainty of hisown
future financia status, in which he or she might not wish to remain alender but would be
required to if the loan is not readily marketable.

Not all interest rates are determined in competitive markets. Certain interest rates are set
by government fiat, rather than by market conditions. One example of such arateisthat for
certain Federally guaranteed student loans, which have historically been set at levels lower than
would prevail in acompetitive market in order to subsidize the acquisition of education. Another
exampleisthe various interest rates charged for underpayments of tax obligations, or paid to
taxpayersfor certain overpayments of tax. Such rates are statutorily determined by reference to
the applicable Federal rate (AFR) (see Part VI, below). To the extent that the rates charged or
paid by the Federa Government approximate the rates that might prevail in the market, the
government would neither be subsidizing nor penalizing taxpayers by virtue of the rates charged
on underpayments. Similarly, taxpayers would neither subsidize, nor profit at the expense of, the
government in the case of rates paid on overpayments. Rather, in both cases, the payments
would merely compensate the lending party for the use of the funds.

In practiceit is difficult to determine the appropriate interest rate in order to fairly
compensate the taxpayer or the government for the use of funds. It could be argued that the
AFR (without adjustments) is the appropriate rate for the government to pay on overpayments,
asAFR s, infact, amarket determined rate for lending to the Federal Government, and
overpayments are analogous to aloan to the government. Since the government is anet
borrower, the use of the taxpayer’ s overpayment has saved the government its borrowing costs
(AFR) over the interim in which it had use of the funds. Thus, returning these savings to the
taxpayer would ensure that the government did not profit from the overpayment, and also
provide compensation to the taxpayer. However, it could be argued that AFR is not likely to be
the appropriate rate in all instances, as not all taxpayers take part in the market for government

" The"“yield curve” isthe graphic depiction of the relationship between the length of a
loan (x-axis) and itsyield (y-axis). Theyield curveisnormally upward sloping, reflecting that the
rate rises with duration. Thisisnot always the case, as at times of high temporary inflation when
expectations are that inflation will decline.
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securities--that is, some taxpayers choose not to lend to the Federal Government at the market
determined rate, and would perhaps do so only at much higher rates. For these taxpayers, some
might argue that a higher rate of interest on overpayments would perhaps be more appropriate.
For example, ataxpayer who is a net borrower may, at the margin, carry debt with much higher
interest costs than AFR (such as credit card debt). The overpayment to the government means
that higher cost debt could not be retired during the time that the government had the use of the
funds. From thistaxpayer’s perspective, it might be argued that a higher interest rate is
appropriate to compensate for his or her higher cost of funds. This, however, would mean that
the government would incur a greater “borrowing” cost than it is able to achieve in the open
market. The appropriate rate might then depend on who is at fault for the overpayment. If the
taxpayer is at fault, arate that resembl es the government’ s opportunity cost’ of funds (i.e., AFR)
would be appropriate, while if the government is at fault, arate that resembl es the taxpayer’s
opportunity cost of funds would be appropriate (arate possibly, but not necessarily, higher than
AFR). Establishing who is at fault for an overpayment may be problematic, and not possible in
many cases.

For underpayments of taxes, similar issues arise. While thereis not a competitive market
for government lending to private individuals similar to the market for private lending to
government to serve as a proxy for amarket rate, there is a private market for lending to
individuals and businesses. In this market, the credit-worthiness of private individuals varies
greatly (and is never as good as that of the Federal Government), and thus interest rates vary
greatly to account for the specific characteristics of the borrower. To use such market proxiesfor
underpayments means that interest rates would have to vary greatly to account for the specific
characteristics of the “borrower” who has underpaid his or her taxes. For theindividual that
carries credit card balances from month to month, it could be argued that arate as high as that
typically charged by credit card companies would be the appropriate rate. For more credit-
worthy individuals, lower rates might be appropriate, perhaps even aslow as AFR for those who
are net lenders to the Federal Government by virtue of their ownership of Federal debt securities.
Again, however, it could be argued as above that if the underpayment were the fault of the
government (such asif the taxpayer relied on erroneous advice provided by the government), an
interest charge no greater than AFR would be appropriate. Such a charge would be sufficient to
compensate the government for its opportunity cost of funds, while not unfairly harming those

® Opportunity cost refers to amethod of valuation by reference to an alternative use to
which one’s money, time, etc. might otherwise have been put. Thus, for the Federal Government
the opportunity cost of fundsisthe AFR--reflecting the fact that as an alternative to other uses of
fundsit can pay down government debt and save the borrowing costs (AFR). For ataxpayer
with credit card debt, the opportunity cost of fundsis at least that credit card rate, reflecting the
fact that as an alternative to other uses of fundsit can pay down the credit card debt and save the
borrowing costs.
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for whom alow rate closely reflects their opportunity cost of funds.” However, such alow rate
would be awindfall to taxpayers with high opportunity cost of funds, and might encourage such
taxpayersto forestall paying their tax obligationsin order to pay off more high cost debt first.
Ultimately, establishing the underpayment rate based on who is at fault for the underpayment is
not likely to be practical owing to the difficulty of establishing who is at fault for the
underpayment.

Whilein theory interest rates paid to and by the Federal Government for tax
underpayments and overpayments should vary in order to fairly compensate (charge) the specific
lender (borrower), such variety of ratesis not manageable in practice. The rates charged by the
Federal Government need to be chosen to balance concerns for fairness to specific taxpayersin
underpayment situations (requiring that rates be kept low), while avoiding rates that would
encourage certain taxpayers to underpay deliberately because they find the interest charge
attractive (requiring that rates be kept high). Similarly, rates paid by the Federal Government
should aim to fairly compensate taxpayers for the use of their funds (requiring that rates be kept
high), while not encouraging taxpayers to overpay because the rate that is paid is attractive to
them (requiring that rates be kept low).

Present-law interest rates thus represent a compromise between various objectives (see
Parts IV and VII for adiscussion of theserates). With respect to corporate interest rates, the
disparity between overpayment and underpayment rates, particularly with respect to large
corporate overpayments and underpayments, reflects a concern that overpayments to the IRS not
be used
as adeliberate cash management device. Therelatively low rate paid on overpayments
discourages such use of overpayments, though the disparity in overpayment and underpayment
rates then raises the complicated issues of interest netting (see Part VI, below, for adiscussion of
interest netting). The higher rate on underpayments is designed to encourage timely payment of
tax obligations. With respect to individuals, the uniform overpayment and underpayment interest
rate reflects a greater concern for equal treatment of individual s with respect to overpayments and
underpayments. Individuals are lesslikely to deliberately underpay or overpay their tax
obligations as a cash management device, and thus a higher underpayment rate relative to the
overpayment rate may be less necessary. Additionally, therelatively low rate of AFR plus 3
suggests a bias towards limiting the number of individual taxpayers who would be charged arate
on underpayments too high for their particular circumstances (individuals with low opportunity
costs of funds, as discussed above) at the expense of encouraging delayed payment of taxes for
those with higher costs of funds.

® Individuals with no debt and a conservative portfolio with a significant portion of its
assetsin short-term Federal securities, money market instruments, or cash would have alow
opportunity cost of funds.
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Compound versussimpleinterest

The“simple”’ interest rate refersto the payment at a particular point in time (usually one
year) of interest on aprincipa balance, expressed as a percentage of the original principal
balance. It isthusthe simpleratio of total interest paid at the end of a period to the original
principal. Alternatively, the same interest payment could be expressed as a compound interest
rate.

Compounding refers to the practice of periodically crediting interest earnings to the
principal balance, such that these interest earnings themselves begin to accumulate interest. The
more frequently interest is credited to the principal balance such that it begins to earn interest, the
lower isthe interest rate that is necessary to produce the same total annual interest payments as
given by the simpleinterest rate. Thus, for example, if interest were credited to an account twice
ayear to achieve a 7-percent ssimple interest rate, the necessary compound interest rate r would
be given by (1+r/2) x (1+r/2) = 1.07. Thisreflectsthe fact that after the first six months the
origina principal P will have earned half of the annual rater, or P x r/2. When combined with the
original principal P to reflect the crediting of the interest to the account at this point, this
combined amount, P x (1+ r/2), now earns interest for the remaining six months at rate r/2. This
givesus P x (1+ r/2) x (1+ r/2) of combined interest and principal at year’send. To achievethe
equivalent of a 7-percent smple interest rate, the above expression, P x (1+ r/2) x (1+ r/2), must
equal P x 1.07 in order to yield the original principal P plus 7 percent of P. Since P drops out of
both sides of the equality, (1+r/2) x (1+r/2), or (1+r/2)?, equals 1.07. Solving this expression
for r yieldsavalue of 6.88 percent. Thus, a 7-percent simple interest rate is equal to a 6.88
percent interest rate if interest is compounded every six months.

Compounding can occur at any frequency.® If it occurs monthly, then the interest rate
that would be the equivalent of 7-percent simple interest would be given by the expression
(1+r/12) raised to the twelfth power, or (1+r/12)*?, = 1.07. Solving for r, the monthly compound
interest rate that is equivalent to 7-percent smpleinterest is 6.78 percent. In general, for
compounding ntimesin a period, the equivalent interest rate is given by (1+r/n) raised to the nth
power, or (1+r/n)", = 1.07. In the limit case, as n approaches infinity (known as continuous
compounding), the continuously compounded interest rate equivalent to 7-percent simple interest
can be shown to be 6.77 percent.

8 While compounding can legally occur at any frequency, the Consumer Credit
Protection Act requires that, for institutions covered by the Act (banks, credit unions, credit card
companies, etc.), regardless of theinstitution’s method of compounding, the effective “annual
percentageyield” (APY), i.e., the simple interest rate, must be reported for borrowing, and an
“annual percentagerate’” (APR), aso the equivalent of the smpleinterest rate, must be reported
for lending.
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With respect to overpayments and underpayments of tax, present law requires daily
compounding of the applicable annual interest rate. Thus, if the stated interest rateis 7 percent,
the equivalent smpleinterest rateis (1 + .07/365) raised to the 365" power, or (1 + .07/365)*%,
which equals 7.25 percent. Thissimpleinterest rate is also known as the “annual percentage
yield” (APY) to the lender of funds, and is known as the “annual percentage rate’ (APR) to the
borrower of funds.

The manner in which the interest rate is specified isimmaterial to the economic substance
of alending or borrowing transaction. Thisis not to say that 7-percent smpleinterest is the same
as 7-percent interest compounded daily, since, as shown above, agiven interest rate that is
compounded more frequently will yield a greater return--that is, it will produce more interest
payments and hence yield a different economic result. Similarly, as also shown above, alower
interest rate can be the equivalent of a higher rate if the compounding is more frequent--that is, it
can yield the same total interest payments and thus be the economic equivalent of the higher rate
that is compounded less frequently. Thus, provided the total level of interest paymentsis
equivalent, the specification of the rate as a simple interest rate or as a compound interest rate is
economically immaterial.



VI. IRSADMINISTRATION OF PENALTIESAND INTEREST

During Federal fiscal year 1996, the IRS collected $1.376 trillion in taxes, penalties, and
interest (net of refunds). Figure 1 shows payments for individual income, corporate income,
employment (including social security and unemployment taxes), estate and gift, and excise
taxes were made in the following proportions:

Figure 1.--Sour ce of $1.376 Trillion Paid in Federal
Receiptsin FY 1996

Excise Tax
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Source: Internal Revenue Service, Fiscal Year 1996 Data Book.

In fiscal year 1996, approximately $656 billion of tax, penaties, and interest was paid
through individual income taxes, approximately $491 billion was paid through employment
taxes, $171 billion was paid through corporate income taxes, $40 billion was paid through various
excise taxes, and $17 billion was paid through estate and gift taxes.



This Part contains a discussion of the amounts of penalties and interest paid and abated
for the three largest sources of Federal tax receiptsin fiscal year 1996, which are the individual
income tax, the corporate income tax, and employment taxes. Amounts paid and abated are
arranged to show payment amounts and the timing of payments for taxes, penalties and interest.
The main findings are asfollows. IRS data show that, in dollar amounts and as a proportion of
income taxes paid, corporations pay the least in penalties. With respect to the payments of
interest, corporations pay the greatest dollar amount and proportion on corporate income tax
liabilities, followed by individual taxpayer payments of interest for income taxes and business
taxpayer payments of interest for employment taxes. IRS data also show that, with respect to the
timing of payments, the greatest percentage of taxes paid on or before the due dates for tax
returns was for employment taxes, followed by individual income taxes and corporate income
taxes. IRS data compiled by the GAO show that abatements of taxes, penalties, and interest
were greatest for corporate income taxes, followed by employment taxes and individual income
taxes®

| ndividual income taxes

Table 1, below, shows payments for individual income taxes by the amounts of tax,
penalty, and interest paid and by when in the collections process the payments were made. All of
the amounts shown are net of refunds.

Table 1.—Coallection of Individual Income Tax During FY 1996

($ billions)
Paid at
Paid on close of exam Paid

original return or first notice in collection Totals

Tax ... 636.8 2.7 10.7 650.2
Penalty ........... 0.9 0.5 15 29
Interest ........... @ 0.8 21 29
Totals .......... 637.7 40 144 656.0

Note: Details may not add to totals due to rounding.
(8) Lessthan 50 million.

8 Genera Accounting Office, Tax Administration: IRS Abatements of Assessmentsin
Fiscal Years 1995-98, GAO/GGD-99-77.
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Sources. Internal Revenue Service Data Book, Fiscal Year 1996; Tabulations of IRS Accounts Receivable Data;
Tabulations of IRS Enforcement Revenue Information System Data; and Joint Committee on Taxation Staff
tabulations.

The first column in Table 1 shows payments made from taxpayer self-assessments of
taxes and penalties on or before the last date of the timely filing of individual returns. Penalty
amounts shown in column 1 are mostly for the failure to pay estimated tax penalty. Columns 2
and 3 show all payments made after the due date for filing tax returns. Column 2 shows amounts
paid promptly and in full at the time that a taxpayer’s self-assessed liability was changed after a
timely filed return. This could happen when ataxpayer paid the full amount upon (1) an
examination or IRS appeals hearing recommendation; (2) a court decision; or (3) anotice from
the IRS informing the taxpayer of an omitted or incorrect item or amathematical error on the
return. Column 3 shows amounts paid that are not included in columns 1 or 2. These amounts
include periodic payments made under an installment agreement and payments made as the
result of collections efforts by the IRS subsequent to afirst notice of tax due to ataxpayer. All of
the amounts shown in column 3 are generically referred to as paid in collections. Thefina
column shows the total amounts of tax, penalty, and interest paid by individualsin fiscal year
1996.

Figure 2 below shows the relative proportions of total individual payments for taxes,
penalties and interest tabulated from the row totalsin Table 1.



Sources. Internal Revenue Service Data Book, Fiscal Year 1996; Tabulations from the Internal Revenue Service
Enforcement Revenue Information System File; Internal Revenue Service, Statistics of Income.

Although individual taxpayers paid amost $3 billion in penalties and $3 billion in interest,
these amounts represent less than 1 percent of the total amount of payments made in fiscal year
1996. Table 1 aso provides some perspective on the timing of payments of penalties and interest.
Although the amounts paid through timely self-assessments are for tax year 1995 while the
payments made subsequent to IRS contact are likely attributable to earlier tax years, Figure 3
below shows the high proportion of tax payments made through self assessment (column 1 of
Table 1) relative to IRS enforcement actions (columns 2 and 3 of Table 1).

Figure 3, below, shows the percentage of individual payments of income tax, penalties,
and interest that were paid on or before the filing date in fiscal year 1996.

Figure 2.--Sour ce of Individual Paymentsin Fiscal Year 1996
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One feature of the present-law penalty and interest regime for individual taxpayersis that
the interest rate charged by the Federal Government on underpayments of tax is below market
rates for comparable debt, such as credit card debt on personal loans from commercia banks. In
the absence of penalties, individual taxpayers would have an economic incentive to borrow from
the government by delaying payments of tax and subsequently paying back the borrowing at a
below-market interest rate. In the absence of penalties or under areduced penalty regime, it
would be expected that the percentage of payments made on or before filing would decrease.®

8 Figures 2 and 3 depict payments made by the type of payment and by the time of
payment. Because there is no measure of taxes that were not paid but should have been paid, it is
difficult to determine the effectiveness of the current penalty and interest regime in inducing
voluntary compliance. Because the IRS has not specifically measured noncompliance (with the
exception of compliance with the Earned Income Tax Credit) during this decade, no useful
measure of the extent of noncompliance during fiscal year 1996 is available.
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Figure 3.--Individual Payments of | ncome Tax, Penalties, and
Interest by Date of Payment in Fiscal Year 1996

Paid After Filing
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Sources: Internal Revenue Service, Data Book, Fiscal Year 1996; Tabulations from the Internal Revenue Service
Enforcement Revenue Information System File; Internal Revenue Service, Statistics of Income.

The 3 percent of receipts paid after the filing of the return as shown in Figure 3
corresponds to $18.3 billion in payments consisting of $2 billion of penalties, $2.9 billion of
interest, and $13.3 hillion of tax.2 Approximately 22 percent of this amount, or $3.9 billion, was
paid at the time that an assessment of additional tax was determined. These amounts are shown
in column 2 of Table 1. The remaining approximately 78 percent, or $14.4 billion, was paid
through IRS collection activities on approximately $90 billion of unpaid taxpayer liabilities.
These amounts are shown in Table 2.

8 These amounts are the sums of the respective itemsin columns 2 and 3 of Table 1.
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The rows of Table 2 are arranged by type of payment. Thetop half of Table 2 providesa
breakdown of the $14.4 billion in receipts due to collections activities into payments of tax,
penalty, and interest. Of the $14.4 billion collected, $10.7 billion represented actua tax liability,
$1.5 billion was for penalties, and $2.1 billion was interest. These amounts are shown in the all
years column of Table 2. The bottom half of Table 2 shows asimilar breakdown for amounts
abated in accounts receivable.

Table 2. ndividual Income Tax Accounts Receivable Balances, Payments,
and Abatements by Ageof Tax Return in Fiscal Year 1996
($ billions)

Tax Year of Returns

1995 1993 1990 Prior
t0 1994 t01991 t01985 t01985  All years
Tota Baance.............. 151 23.6 35.6 18.0 92.2
Payments
Tax oo 57 37 12 0.1 10.7
Penalty ............... 05 0.6 0.3 0.1 15
Interest ............... 0.3 0.7 0.8 0.3 21
Total payments. ...... 6.5 5.0 2.3 0.5 144
Abatements
TaX oo @ 05 04 05 14
Penalty ............... 0.1 05 0.3 04 13
Interest ............... (a 0.3 0.3 0.8 14
Total abatements: ... .. 0.1 13 1.0 17 4.1
EndingBaance ............ 8.6 17.2 32.3 15.7 73.8

Note: Details may not add to totals due to rounding.

(8) Lessthan 50 million.

Sources: Tabulations of the IRS Accounts Receivable File; General Accounting Office, IRS Abatements of
Assessments in Fiscal Years 1995-98; and Joint Committee on Taxation Staff tabulations.

The columnsin Table 2 are organized to show the age profile of tax returns comprising
individual accounts receivables during fiscal year 1996. The grouping of tax yearsillustrates
important age dependent effects on the ability to collect delinquent taxes. The first column
includes returns for tax years 1995 and 1994. Amounts paid (shown in rows 2, 3, and 4) on these
returns show the greatest proportion of paymentsto liability (showninrow 1). The second

-50-



column contains tax return years 1993, 1992, and 1991. The first two columns show that tax
returns no older than 5 years pay the greatest amounts of taxes and penalties. The third column
contains returns for tax years 1985 through 1990, and reflects liabilities with very low collection
potential. The fourth column, which consists of returnsfor tax years prior to 1985, show the least
collection potential. In addition, payments on returns of this vintage show that the amounts of
interest and penalties paid exceed the amount of taxes paid.

Reading across Table 2 from left to right, three patterns emerge. First, the amounts of
interest and penalties paid relative to the amount of taxes paid increases with the age of the tax
return. Thefirst row of Table 2 shows the total amount of individual taxpayer liabilitiesin the
IRS accounts receivable inventory during fiscal year 1996. These amounts represent the sum of
payments (rows 2, 3 and 4), abatements (rows 5, 6 and 7), and unpaid balances (row 8) as of the
final month of the Federal fiscal year in the individual accounts receivable inventory. The second
pattern shows that the proportion of total payments (rows 2, 3 and 4) to total liability (row 1)
decreases with the age of the tax return. Third, abatements of interest, shown inrow 7, increase
with the age of the return, although the pattern for abatements of taxes and penalties (shown in
rows 5 and 6) is more constant across tax years.

Figure 4, below, shows the relative proportion of payments, abatements, and remaining
balances for individual accounts receivable at the end of fiscal year 1996. The proportions shown
for the various tax yearsrefer to the dollar amounts in the accounts receivable inventory shown in
Table 2. The bottom section of each bar refersto the amounts for ending year balances shown on
the bottom row of Table 2 while the white section of each bar refersto the payment amounts
showninrows 2, 3, and 4 of Table 2. The top section of each bar refers to the abated amounts
shownonrowsb5, 6, and 7 of Table 2. Figure 4 shows that for tax return years 1995 and 1994, 60
percent of the accounts receivable inventory total balance of $15.1 billion had not been collected
by the end of the fiscal year, while almost 40 percent of that amount was collected.®* Reading
Figure 4 from left to right shows the increase in unpaid account balances and abatements and
decline in payments as a proportion of account balances, all reflecting the difficulty in collecting
from older tax liabilities. For example, for tax years prior to 1985, lessthan 10 percent of the
account balance was collected, while for tax year 1995 and 1994 returns, almost 40 percent was
collected. The top section of each bar shows the generally increasing proportion of the accounts
receivables that were abated each year.

8 The amounts abated for tax years 1995 and 1994 within the accounts receivable
inventory were statistically insignificant.
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Figure 4.--Proportion of Total Individual Accounts
Recelvable Paid, Abated, and End of Year Balance
in Fiscal Year 1996
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Sources: Tabulations of the IRS Accounts Receivable File; General Accounting Office, IRS Abatements of
Assessmentsin Fiscal Years 1995-98; and Joint Committee on Taxation Staff tabulations.
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Figure 5.--Proportion of Paymentsin Individual Accounts
Recelvable by Tax, Penalty, and I nterest
in Fiscal Year 1996
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Sources. Tabulations of the IRS Accounts Receivable File; and Joint Committee on Taxation Staff tabulations.

Figure 5 above disaggregates the proportion of payments (shown in whitein each bar of
Figure 4) into payments of tax, penalty and interest. The most visible trend is the large amount of
interest paid on the oldest tax returnsin the accounts receivable inventory. Notethefairly
constant proportion of penalties paid across all of the tax years, ranging between 6 percent of
payments made on tax years 1995 and 1996 returns to 15 percent on returns for tax years 1985
through 1990. Thisis because the two penalties that comprise most of the dollar amountsin the
accounts receivable inventory (the section 6651 failure to pay and the failure to file penalties)
have a coordinated penalty rate structure and a cap on the total penalty, so that the combined
effect of the two never exceeds 25 percent of the outstanding tax liability.2 The third most

& There are situations for which payment amounts are mostly for penalties. One situation
occurs when payments are for the penalty for fraud, which is equal to 100 percent of the tax
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frequently assessed and paid penalty for individuals, the section 6654 penalty for failure to pay
estimated income tax, is assessed as an interest charge which tolls from the date of the
underpayment to the date of payment. Asaresult, the amountsfor this penalty will increase with
the duration of time between the date the tax was payable and the date that the tax was ultimately
paid. Most of the amountsfor this penalty are self-assessed and paid on originally filed tax
returns. These amounts are shown in column 1 of Table 2.

In fiscal year 1996, abatements of individual income tax, penalty and interest within the
accounts receivable inventory totaled approximately $4.1 billion. Of thisamount, $1.4 billion
was for abatement of tax, $1.3 billion was for abatement of penalties, and $1.4 billion was for
abatement of interest. Figure 4 showsthe generally increasing proportion of abatements (shown
asthe gray areas atop each bar) by thetax year of the return. Figure 6, below, disaggregates
these abatement amounts by tax year into taxes, penalties, and interest. The pattern of large
proportions of penalty abatementsis mainly due to the administration of the section 6672 penalty
for failure to deposit taxes discussed below. The increasing proportions of abatements of interest
on older returnsis similar to the payment pattern of interest on returns shownin Figure 5.

Although there are many reasons for abatements they can generally be placed into three
categories. Thefirst type of abatement occurs when it is determined that the assessed liability
never existed. Thiscan occur for avariety of reasons, including IRS input processing errors and
taxpayer reporting errors. This can also happen when an assessment under the substitute for
return program is subsequently reversed as the result of additional information that establishes
that no tax filing requirement was present.* Approximately $1.2 billion of abatements in fiscal
year 1996 were for reversals of assessments on substitute for returns assessments. This type of
abatement can also occur when a penalty assessment under section 6672 ismade against a
person who is responsible for making tax deposits. Because more than one person may be
responsible for ensuring that these deposits are made, a penalty equal to 100 percent of the

evaded. Another situation occurs as aresult of the way the IRS attributes payments on unpaid
liabilities. Payments are generally applied first against tax liabilities, second against penalties,
and third against interest. Consequently, it is possible that for some taxpayers who make partial
payments that are less than the amount due, or less than the required payment under an
installment agreement, the remaining, unpaid liability could be substantially for penalties and
interest. In this case, subsequent payments would be attributable mostly to penalties and interest.

% Under section 6020(b), the Secretary of the Treasury may make areturn for a person
who did not file areturn, but with respect to whom the Secretary has sufficient information to
prepare areturn. Such areturnis created under the substitute for return program. Asthe RS
locates these persons, it can be verified whether areturn filing requirement existed or not. When
it isdetermined that no filing of areturn was necessary, any tax, penalty, and interest assessed is
abated.
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underdeposited amounts may be imposed on multiple persons for the same deposit delinquency.
When the amount of tax is eventually deposited the penalty is abated on all persons who were
deemed responsible for making the payments. In fiscal year 1996, $0.6 billion of penalty
abatements were for this penalty. In both situations, the assessments and abatements are

Figure 6.--Proportion of Abatementsin Individual Accounts
Receivable by Tax, Penalty, and Interest
in Fiscal Year 1996
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mechanisms through which the tax administration system attempts to ensure that persons who
are required to file tax returns and persons who have responsibilities to collect taxes file such
returns and collect such taxes.

Sources. General Accounting Office, IRS Abatements of Assessmentsin Fiscal Years 1995-98; and Joint
Committee on Taxation Staff tabulations.

The second category of abatementsisfor actual tax liabilities whose chances of being
collected have become so remote that the liability is abated. Thistype of abatement can occur
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because of (1) economic hardship, such as an accepted offer-in-compromise or a bankruptcy
proceeding ($0.9 billion); (2) adetermination by the IRS that the liability is
uncollectible; or (3) the expiration of the 10-year statute of collections period ($1.3 billion).

Thethird category of abatementsis for actual tax liabilities that subsequently become
offset asthe result of acarryback of aloss (such as anet operating 10ss) or a credit (such as
foreign tax credits). Approximately $1.2 billion of abatementsin fiscal year 1996 were for net
operating loss carrybacks.

Cor porateincome taxes

Table 3, below, shows payments of tax, penalties, and interest as well as the timing of
these payments for corporationsin fiscal year 1996.

Table 3.—Collections of Corporate Income Tax During FY 1996

($ billions)
Paid at close
Paid on of exam Paid in
original Return or first notice collection Totals
Tax ...t 162.1 34 1.8 167.3
Penalty .......... 0.1 @ 0.1 0.2
Interest .......... @ 28 11 39
Totals . .......... 162.2 6.3 3.0 1714

Note: Details may not add to totals due to rounding.

(8) Lessthan 50 million.

Sources. Internal Revenue Service, Fiscal Year 1996 Data Book; Tabulations of IRS Accounts Receivable Data;
Tabulations of IRS Enforcement Revenue Information System Data; and Joint Committee on Taxation Staff
tabulations.

The first column in Table 3 shows payments made from taxpayer self-assessments of
taxes and penalties on or before the last date of the timely filing of corporate income tax returns.
Aswith individual income tax returns, the penalty amounts shown in column 1 are mostly for the
failure to pay estimated tax penalty. The second and third columns show payments of taxes,
penalties, and interest after the filing of the return. In contrast with individual income taxes, a
greater proportion of enforcement amounts are paid at the close of examination (or appeals, or
upon a court decision, or upon afirst notice) as shown in column 2 rather than through IRS



collections efforts as shown by the amountsin column 3. The final column shows the total
amounts of tax, penalty, and interest paid by individualsin fiscal year 1996.

The second and third rows show the timing and amounts of payments of penalties and
interest. Corporate taxpayers pay greater amounts of interest than penalties, unlike individual
taxpayers, who pay similar amounts of each as shown in Table 1.

Figure 7, below, shows the relative proportions of corporate payments of taxes, penalties
and interest. It isclear that while corporations pay proportionately lessin penalties than other
taxpayers, they pay proportionately, and in absolute terms, more interest on underpayments of
tax. Interest paid on underpayments of income tax amounted to almost 75 percent of the amount
of tax underpayment, while for individual income taxes, interest paid on under payments of tax
amount to 25 percent of the amount of tax underpayment.?” In part, this reflects the higher
interest rate that is generally attributable to corporate underpayments as compared with
individual underpayments and the generally longer period of time between the filing of the
original return and the determination of a corporate income tax underpayment.

8 The 75 percent estimate is determined as the ratio of $3.9 billion of interest paid by
corporations (row 3 of Table 3) to $5.2 hillion of tax paid after the filing of the original return (the
sum of columns 2 and 3 inrow 1 of Table 3). The 25 percent estimate is made similarly for
amounts shown on Table 2.
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Sources: Internal Revenue Service, Fiscal Year 1996 Data Book; Tabulations from the Internal Revenue Service
Enforcement Revenue Information System File; Internal Revenue Service, Statistics of Income.

Figure 7.--Sour ce of Corporate Paymentsin Fiscal Year 1996
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Figure 8.--Payments of Corporate |ncome Tax, Penalties,
and Interest by Date of Payment in Fiscal Year 1996

Paid After Filing
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Paid On or Before
Filing
95%

Sources: Internal Revenue Service, Fiscal Year 1996 Data Book; Tabulations from the Internal Revenue Service
Enforcement Revenue Information System File; Internal Revenue Service, Satistics of Income.

The 5 percent of receipts paid after the filing of the return as shown in Figure 8, above, is
associated with $9.3 billion in payments, consisting of $5.2 billion of tax, $0.1 billion of penalty,
and $3.9 billion of interest. Approximately 68 percent of this amount, or $6.3 billion, was paid at
the time that an assessment of additional tax was determined. These amounts are shown in
column 2 of Table 3. The remaining approximately 32 percent, or $3.0 billion, was paid through
IRS collection activities on approximately $54 billion of unpaid taxpayer liabilities. These
amounts are shown in Table 4, below.
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Table4.—Corporate | ncome Tax Accounts Receivables Balances, Payments,
and Abatements by Ageof Tax Return in Fiscal Year 1996
($ billions)

Tax Year of Returns

1995 1993 1990 Prior
t0 1994 t0 1991 t0 1985 t01985 All years
Tota Baance............. 2.3 104 18.2 85 395
Payments
TaX oo 0.7 04 0.6 0.1 17
Penalty .............. 0.1 @ @ @ 0.1
Interest .............. 0.1 0.1 0.6 0.3 11
Total payments: .. ... 0.9 0.5 12 04 29
Abatements
Tax oo 0.1 04 0.3 0.1 0.9
Penalty .............. @ @ @ @ 0.1
Interest .............. (a (a 0.1 (a 0.1
Total abatements: . . .. 0.1 04 04 0.1 11
EndingBaance ........... 14 94 16.6 8.0 355

Note: Details may not add to totals due to rounding.

(8) Lessthan 50 million.

Sources: Tabulations of the IRS Accounts Receivable File; General Accounting Office, IRS Abatements of
Assessments in Fiscal Years 1995-98; and Joint Committee on Taxation Staff tabulations.

The columnsin Table 4 are organized to show the aging of tax returns comprising
corporate accounts receivables during fiscal year 1996. The first column includes returns for tax
years 1995 and 1994. Aswith individual income tax account receivables, collections on these
returns show the greatest proportion of payments (rows 2, 3, and 4 amounts) to liability (row 1
amounts) compared with earlier returns. The second, third and fourth columns show collection
amounts for earlier tax years. This age profile of the corporate account receivablesinventory is
notably different from the age profile of accounts receivables for individual taxpayers shownin
Table 2. First, payments decline more rapidly in absolute amounts and as a proportion of
outstanding accounts receivables total balances for corporate income taxes than for individual
income taxes on returns earlier than tax year 1994. Second, while interest paid as a proportion of
taxes increases with the age of the tax return, penalties do not. Third, abatements of taxes,
penalties, and interest in collections for corporate income taxes (the bottom half of Table 4) are
small relative to those for individual income taxes.
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A comparison of abatement amounts shown on Table 2 for individuals with amounts
shown on Table 4 for corporations shows that abatements of taxes, penalties, and interest are
smaller during IRS collections actions for corporations than for individuals. However, in general,
abatements of corporate income taxes are larger than for individual income taxes. According to
GAO tabulations, abatements of taxes, penalties, and interest on corporate income taxesin fiscal
year 1996 totaled approximately $17.7 billion compared with $10.3 billion for individual income
taxes.® Table 4 does not reflect most of these amounts because they occur prior to IRS
collections actions, generally as the result of an amended return filed by the taxpayer, or asthe
result of arefund generated during an IRS examination. The largest amounts of abatements for
corporations were the result of net operating loss and foreign tax credit carrybacks totaling more
than $7.7 billion. Refunds as the result of IRS examinations totaled $2.7 billion. These amounts
compare with amounts for net operating loss carrybacks on individual returns totaling
approximately $1.2 billion and refund amounts resulting from IRS examinations of
approximately $0.5 billion.® Therelatively small abatement amountsin IRS collections on
corporate income tax account receivables shown in Table 4 are mainly the result of the expiration
of the 10-year statute period of limitations for collections, bankruptcies, and the recovery of
underdeposited amounts of payroll taxes.

Figure 9, below, shows the relative proportion of payments, abatements, and remaining
balances for corporate accounts receivable at the end of fiscal year 1996. The proportions shown
for the various tax years refer to the dollar amounts in the accounts receivable inventory shown in
Table 4. For example, the first bar of Figure 9 shows that approximately 36 percent of the $2.3
billion of corporate accounts receivable for tax years 1995 and 1994 (column 1, row 1 of Table 4)
had been paid by the end of the fiscal year, while approximately 4 percent of that amount was
abated. Overdll, itisclear from Figure 9 that the proportion of account balances that are paid is
greatest for the most recent tax years but declines aimost immediately to amountsin the vicinity
of 5 percent for older tax years. Relative to individual returns, these data show that amountsin
corporate accounts receivable have poor collection prospects beyond the most recent tax return
years. The top section of each bar shows the proportion of the accounts receivable that were
abated for each of the vintages of tax returns. Generally between 1 and 4 percent of accounts
receivable liabilities are abated each year although no discernable pattern emerges.

8 Genera Accounting Office, Tax Administration: IRS Abatements of Assessmentsin
Fiscal Years 1995-98, GAO/GGD-99-77.

® Jtisnot possibleto “net” the GAO tabulations of abatements against enforcement
revenues paid at the close of an examination or upon afirst notice. To the extent that abatements
occur at the close of an examination or with afirst notice amount that was paid in full,
enforcement revenues shown in column 2 of Table 3 may reflect the “net” effect of abatement
amounts and enforcement revenue amounts. Asaresult, some amounts of the $17.7 billionin
abatements of corporate income taxes, penalties, and interest, are included in the enforcement
revenue data shown in column 2 of Table 3.
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Figure 9.--Proportion of Total Corporate Accounts
Receivable Paid, Abated, and End of Year Balance
in Fiscal Year 1996
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Sources: Tabulations of the IRS Accounts Receivable File; General Accounting Office, IRS Abatements of
Assessmentsin Fiscal Years 1995-98; and Joint Committee on Taxation Staff tabulations.

Figure 10, below, disaggregates the proportion of payments shown in white in each bar
of Figure 9 into payments of taxes, penalties and interest. Figure 10 is notable for two reasons.
First, although the pattern of an increasing proportion of payments of interest with the age of the
tax returnsis similar to the pattern of payments of interest in the individual accounts receivable
inventory, a greater proportion of interest is paid on corporate income tax account receivables
than on individual account receivables. Second, penalties paid are asmaller percentage and are
declining with time as compared with penalty paymentsin individual account receivables (as
shown in Figure 5).
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Figure 10.--Proportion of Paymentsin Cor porate Accounts
Recelvable by Tax, Penalty, and I nterest
in Fiscal Year 1996
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Sources. Tabulations of the IRS Accounts Receivable File; and Joint Committee on Taxation Staff tabulations

Figure 11, below, disaggregates the proportion of abatementsin the corporate income tax
accounts receivable inventory shown as white barsin Figure 9 into the proportions of taxes,
penalties, and interest abated. The pattern of increasing abatements of interest and declining
abatements of penaltiesis similar to the pattern for payments of interest and penalties shown in
Figure 10.



Figure 11.--Proportion of Abatementsin Cor porate Accounts
Receivable by Tax, Penalty, and I nterest
in Fiscal Year 1996
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Sources. General Accounting Office, IRS Abatements of Assessmentsin Fiscal Years 1995-98; and Joint
Committee on Taxation Staff tabulations.

One possible explanation for the relatively small amount of corporate penalties paid and
abated might be that corporations are more effective than individual taxpayersin preventing
assessments of penalties through reliance on the reasonabl e cause standard for avoiding penalty
assessments. In addition, if the determination of corporate income tax liability became more
complicated, the effectiveness of the penalty regime would erode as it became easier to satisfy the
reasonabl e cause standard for avoiding penalties.

Employment taxes




Table 5, below, shows payments of tax, penalties, and interest as well as the timing of
these payments for employment taxesin fiscal year 1996. The first column shows payments
that were made during fiscal year 1996 by employers on behalf of their employees for Federal
socia security taxes and unemployment taxes. Unlike individual and corporate income taxes,
employers cannot self-assess penalties for failures to make timely deposits of employment taxes.
Asaresult, no amounts are shown in rows 2 and 3 of column 1. Aswith individual income
taxes, most of the amounts paid after the filing of original returns (which occurs quarterly for
employment taxes) are paid through IRS collections efforts. This can be seen by comparing the
$6.7 billion total of column 3 with the $1.5 billion shown in column 2.

Table5.—Collections of Employment Taxes During Fiscal Year 1996

($ billions)
Paid at close
Paid on of exam Paid in
original Return or first notice collection Totals
Tax ..o .. 483.1 0.9 5.00 489.0
Penalty .......... -~ 05 1.35 1.8
Interest .......... -- 0.1 0.39 05
Totals ........... 483.1 15 6.7 491.3

Note: Details may not add to totals due to rounding.

Sources: Internal Revenue Service, Fiscal Year 1996 Data Book; Tabulations of IRS Accounts Receivable Data,
Tabulations of IRS Enforcement Revenue Information System Data; and Joint Committee on Taxation Staff
tabulations.

In contrast with both individual and corporate income taxes, penalties for employment
taxes exceed amounts paid for interest. One reason for the small proportion of interest payments
for employment taxes is that underdeposits of employment taxes are detected and corrected
much sooner than underdeposits of individual and corporate income taxes. This happens because
employersfile quarterly reports to the IRS showing payroll tax liabilities for the most recent
quarter. These quarterly filings allow the IRS to compare the reported liability with the amounts
deposited for each quarter and make assessments accordingly for underdeposited amounts on a
guarterly basis, rather than on an annual basis as with income taxes.

Table 5 aso shows that the proportion of payments made as penalties and interest are
smaller for employment taxes than for either individual (Table 1, rows 2 and 3) or corporate
(Table 3, rows 2 and 3) income taxes. Figure 12 below shows the relative proportions of
payments of tax, penalties and interest made for employment tax liabilities. Employment taxes
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Figure 12.--Sour ce of Employment Tax Paymentsin Fiscal
Year 1996
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have a greater proportion of payments attributable to tax than either individual (99.1 percent

shown in Figure 2) or corporate (97.6 percent shown in Figure 7) income taxes.

Sources; Internal Revenue Service, Fiscal Year 1996 Data Book; Tabulations from the Internal Revenue Service

Enforcement Revenue Information System File; Internal Revenue Service, Satistics of Income.

Figure 13, below, shows that 98 percent of payments made for employment taxes are
deposited on or before the filing of the original returns. This compares with 97 percent for
individual income taxes (Figure 3) and 95 percent for corporate income taxes (Figure 8).
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Figure 13.--Payments of Employment Tax, Penalties, and
Interest by Date of Payment in Fiscal Year 1996
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Sources: Internal Revenue Service, Fiscal Year 1996 Data Book; Tabulations from the Internal Revenue Service
Enforcement Revenue Information System File; and Internal Revenue Service, Statistics of Income.
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Compared with individual and corporate income tax systems, the employment tax system
collects the greatest percentage of taxeson time. Three factors likely contribute to the prompt
and accurate payment of employment taxes. First, employment tax liabilities are generally easier
to determine than either individual or corporate income tax liabilities. Second, the quarterly filing
of tax returns allows more timely notification by the tax administrator to the taxpayer of
discrepancies between reported liabilities and amounts deposited for those liabilities than does
annual filing of individual and corporate income tax returns. Third, two penalties promote timely
and accurate deposits of employment taxes. Thefirst penalty isimposed on persons who are
responsible for collecting and paying taxes under section 6672. Referred to asthe “responsible
person penalty,” this penalty is equal to 100 percent of the amount of taxes not deposited.® The
second penalty isimposed on the taxpayer for failure to make deposits of taxes under section
6656. This penalty is a graduated percentage of the amount of tax underdeposited. The
percentage penalty increasesin increments from 2 to 15 percent as a function of the length of
time that an underdeposit of tax persists.

The 2 percent of receipts paid after the filing of employment tax returns shown in Figure
13 represents $8.2 billion of payments comprising $5.9 hillion of tax, $1.8 billion of penalties, and
$0.5 billion of interest as shown on Table 5. Of these amounts, approximately 18 percent was
paid at the time an assessment of tax was determined or at the close of an examination. The
remaining 72 percent of these amounts, or $6.8 billion, was paid through IRS collection activities
on approximately $54 billion of unpaid taxpayer liabilities, shown in Table 6, below.

Table 6.—_Employment Tax Accounts Balances, Payments, and Abatements
By Ageof Tax Return in Fiscal Year 1996
($ billions)

Tax Year of Returns

1995 1993 1990 Prior
t0 1994 t0 1991 t0 1985 t01985  All years
Tota Baance............. 164 114 235 2.6 539

% One important feature of this penalty isthe right of contribution by more than one
person. This meansthat if more than one person is responsible for collecting and paying over
taxes, then the penalty can be assessed against each responsible person for 100 percent of the
underdeposited amounts.
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Payments

Tax oo 4.1 0.7 0.1 @ 50
Penalty .............. 12 0.1 @ @ 14
Interest .............. 0.2 0.1 0.1 (a 04
Total payments. .. ... 55 09 0.2 @ 6.8
Abatements
Tax oo 21 0.8 0.2 @ 3.0
Penalty .............. 22 0.2 0.0 @ 24
Interest .............. 0.1 0.2 0.0 (a 0.3
Total abatements: .. .. 44 10 0.2 @ 5.7
EndingBalance ........... 6.5 9.3 23.0 2.6 414

Note: Details may not add to totals due to rounding.

a) Lessthan 50 million.

Sources: Tabulations of the IRS Accounts Receivable File; General Accounting Office, IRS Abatements of
Assessments in Fiscal Years 1995-98, and Joint Committee on Taxation Staff tabulations.

The top half of Table 6 shows a breakdown of the $6.8 billion in collection activity
receiptsinto $5.0 billion of tax, $1.4 billion of penalties, and $0.4 billion of interest payments.
These amounts are shown in the fifth column of the Table. The bottom half of Table 6 shows a
similar breakdown for abated amounts in accounts receivable.

The columnsin Table 6 are organized to show the aging of tax returns comprising
employment tax accounts receivable during fiscal year 1996. Unlike Table 2 for individual
income tax returns, and Table 4 for corporate income tax returns, some tax year 1996 returns are
included in the first column of Table 6 because the first three quarterly filings of tax year 1996
employment tax returns are filed during fiscal year 1996. Aswith individua and corporate
income tax accounts receivable, collections on these returns show the greatest proportion of
payments (rows 2, 3, and 4 amounts) to liability (row 1 amounts) when compared with returns
from earlier tax years. Asfor corporate taxes, employment tax payments that result from IRS
collection actions on older tax returns are the exception rather than the rule, averaging lessthan 3
percent of outstanding liabilities. Table 6 shows two important results. First, payments decline
rapidly in absolute amounts and as a proportion of accounts receivable total balances for
employment taxes on returns prior to tax year 1994. Second, alarge amount of tax and penalty
abatements occur on the most recently filed returns. As discussed below, most of the penalty
abatements are for the failure to deposit tax penalty.

Figure 14, below, shows the relative proportions of payments, abatements, and remaining
balances for employment tax accounts receivables shown on Table 6 at the end of fiscal year
1996. The first bar shows that approximately 40 percent of the $16.4 billion of accounts
receivable for tax years 1996, 1995 and 1993 employment tax returns was unpaid (row 8, column
1 of Table 6); approximately 32 percent of the $16.4 billion was paid (the sum of rows 2, 3, and 4
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of column 1 of Table 6); and approximately 28 percent of the $16.4 billion was abated (the sum
of rows5, 6, and 7 of column 1 of Table 6) by the close of fiscal year 1996. Asnoted above, a
relatively large amount of abatements occurred for tax year 1996, 1995, and 1994 employment
tax returns. Another notable feature on Figure 14 is the near absence of payments or abatements
on accounts receivable for tax years 1990 and earlier. Thelow level of payments and abatements
for these tax returns reflects the difficulty in collecting delinquent taxes on business returnsin
general. A similar, although not as dramatic, pattern of payments and abatements on tax year
1990 and earlier returnsis shown on Figure 9 for corporate income tax accounts receivables.
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Figure 14.--Proportion of Total Employment Tax Accounts
Receivable Paid, Abated, and End of Year Balance
in Fiscal Year 1996
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Sources: Tabulations of the IRS Accounts Receivable File; General Accounting Office, IRS Abatements of
Assessmentsin Fiscal Years 1995-98; and Joint Committee on Taxation Staff tabulations.

Figure 15, below, disaggregates the proportion of payments (shown in white in each bar
of Figure 14) into payments of taxes, penalties, and interest. Two trends are depicted in Figure
15. First, payments of taxes are the largest proportion of total payments. Second, payments of
penalties are arelatively constant 10 percent of total payments. The slightly larger proportion of
penalties paid for the most recent tax yearsisthe result of section 6656 failure to deposit (“FTD”)
penalty payments on current tax year quarterly employment tax returns.
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Figure 15. Proportion of Paymentsin Employment Tax
Accounts Receivable by Tax, Penalty, and Interest
in Fiscal Year 1996
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Sources. Tabulations of the IRS Accounts Receivable File; and Joint Committee on Taxation Staff tabulations.

Figure 16, below, disaggregates the proportion of abatements of employment taxes
shown in Figure 14 (as the gray section atop each bar) into the proportions of taxes, penalties,
and, interest abated. The pattern of abatements is dominated by the $2.2 billion of abatements of
penalties for the most recent tax years. Aswith payments of penalties shown in Figure 15, the
large proportion of abatementsis largely the result of abated FTD penalties associated with the
current tax year. Astheresult of quarterly filing and reconciliation of employment tax return
liabilities with tax deposits, this penalty can be assessed several times during the year if reported
liabilities and deposited amounts do not agree for multiple quarters. Section 3304 of the IRS
Reform Act provided changes to the administration of FTD penalties to reduce many of the
penalty situations that result in abatements.
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Figure 16.--Proportion of Abatementsin Employment Tax
Accounts Receivable by Tax, Penalty, and I nterest
in Fiscal Year 1996
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VIl. JOINT COMMITTEE ON TAXATION STAFF RECOMMENDATIONS
RELATING TO PENALTIESAND INTEREST

In the course of itsreview of the present-law system of penalties and interest, the Joint
Committee staff determined that certain modifications to the present-law system could improve
the administration and equity of the penalty and interest rules. In certain instances, the Joint
Committee staff in its research identified problems with the present-law system that the Joint
Committee staff felt should be addressed. 1n other instances, commentators raised valid
concerns about the operation of present law.

Asaresult of itsreview and to satisfy the explicit statutory mandate contained in the IRS
Reform Act, the Joint Committee staff is making avariety of recommendationsto modify the
present-law system of penalties and interest. The Joint Committee staff is making certain
recommendations of general applicability that are grouped together because of their close
interrelationship; they are intended to complete policies articulated in the IRS Reform Act and to
improve the substantive operation of certain rules. In addition, the Joint Committee staff is
making recommendations for possible modifications to specific penalty and interest provisions to
improve the overall administration of these provisions and to ensure consistency in the
application of penalties with respect to similarly situated taxpayers. These genera and specific
recommendations relating to penalties and interest are contained in the following discussion.
Finally, the Joint Committee staff is making specific recommendations to address issues relating
to the proliferation of corporate tax shelters, which are contained in Part V1I1., below.

A. Recommendations of General Applicability

Recommendations Relating to I nterest, Estimated Tax Penalties,
and Failureto Pay Penalty

| nterest

The Joint Committee staff recommends providing one interest rate for both individuals
and corporations applicable to both underpayments and overpayments.® The interest rate would
be equal to the short-term AFR plus 5 percentage points (“AFR+5"). Accordingly, the Joint
Committee staff recommends eliminating the so-called “hot interest” provision that applies a
higher rate of interest to certain corporate underpayments, as well as the specia rule that appliesa
lower interest rate to certain corporate overpayments. Thiswould aso limit the need for interest
netting for corporations; the same principle was previously accomplished for non-corporate

9 Sec. 6621.



taxpayers by the IRS Reform Act. The Joint Committee staff recommendation is aso to make
interest paid by the IRS to individual taxpayers totally excludable from income.*

Estimated tax penalties

The Joint Committee staff recommends making severa changes to both the individual
and corporate estimated tax penalties.®® First, the Joint Committee staff recommends repealing
the penalty and converting it into an interest provision. This new interest charge would be
computed using the single rate of AFR+5 included in the recommendation, and with the
simplifications proposed below.* The Joint Committee staff also recommends increasing to
$2,000 the threshold below which individual s are not subject to the estimated tax penalty
(currently $1,000). The calculation of this threshold would also be modified to take into account
certain estimated tax payments.® Accordingly, for qualifying individual taxpayers, no interest on
underdeposits of estimated tax would be required provided that the balance due shown on the
return is less than $2,000.%

Penalty for failureto pay taxes

The Joint Committee staff recommends repealing the failure to pay taxes penalty.¥’
Interest would continue to apply, at the single rate of AFR+5 discussed above. A late payment
service charge would also apply to taxpayers that do not enter into installment agreementsin a
timely manner. This charge would operate in the following way. If ataxpayer has not entered
into an installment agreement by the fourth month after assessment,*® a 5-percent |ate payment

%2 |nterest paid to the IRS by individual taxpayersis nondeductible under present law.
See Part VII.B.5, below.

% Secs. 6654 and 6655.
% See Part VII. C, below.

® Thisisin addition to consideration of amounts withheld (such as wage withholding),
which is permitted under present law.

% No interest would be charged as aresult of underpaid estimated taxes. However, if the
full balance due shown on the return is not paid with the return, taxpayers would be charged
interest from the due date of the return on the resulting underpayment.

7 Sec. 6651(8)(2) and (3).

% This provision would apply to both self-assessments (amounts shown on an original
return but not paid with that return) as well as assessments later made by the IRS.
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service charge would be imposed on the balance remaining unpaid at the end of that four-month
period. This5-percent late payment service charge would also be imposed each year on the
anniversary of itsoriginal imposition on the balance remaining unpaid at that anniversary date,
unless the taxpayer has entered into an installment payment agreement with the IRS and has
remained current on that agreement. For example, if an individual incometax returnisfiled on
April 15, but the full amount shown as due on that return is not paid with that return, the
taxpayer must enter into an installment agreement by August 15 to avoid paying the late payment
service charge. A taxpayer could entirely avoid this service charge, however, by entering into an
installment payment agreement with the IRS and remaining current on that agreement.
Abrogation of the installment payment agreement by the taxpayer would result in the
immediate® imposition of the 5-percent late payment service charge.

The Joint Committee staff also recommends that taxpayers who enter into installment
agreements and who also agree to an automated withdrawal of each installment payment directly
from their bank account would be entitled to the elimination of the present-law $43 fee for
installment agreements.’®

Effective date

The Joint Committee staff recommendation would be effective for periods beginning on
or after January 1, 2000, except that the modifications relating to the failure to file penalty would
be effective for tax returns the due date of which ison or after January 1, 2000. The exclusion
fromincome for al interest payments by the IRS to individuals would be effective for payments
of interest made after December 31, 1999.

Rationale
| nter est

The recommended changes to the interest rate provisions would complete the policy
begun by the IRS Reform Act of providing equivalent effective interest rates on underpayments
and overpayments. The IRS Reform Act provided that the same statutory interest rate would
apply to the underpayment and overpayment interest of individuals and other non-corporate
taxpayers, but left in place the rules requiring overpayment interest paid to an individual to be

% |f ataxpayer abrogates an installment agreement within the four-month grace period,
that taxpayer could avoid the 5-percent late payment service charge only be reentering into an
installment agreement before the conclusion of the original four-month grace period and
remaining current on that new installment agreement.

1© The IRS charges a user fee of $43 upon approval of an application to enter into an
installment agreement.
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included in income while denying a deduction for underpayment interest paid by an individual.
The IRS Reform Act also provided for the application of anet zero interest rate where interest
was both payable and allowable to the same taxpayer.

The recommendation that overpayment interest paid by the IRS to individuals be totally
excludable from income is a necessary part of achieving the policy of providing equivalent
effective interest rates on underpayments and overpayments for individuals. Equivalent effective
rates can be achieved only if both the same rate and the same treatment for Federal income tax
purposes applies to both types of interest; accordingly, to accomplish this goal, both types of
interest must be either included or excluded from the determination of income. Because the
nondeductibility of personal interest is central to the determination of the taxable income of an
individual, the Joint Committee staff recommends that equivalency be achieved by excluding
overpayment interest paid by the IRS from the income of an individual, despite the fact that it
would otherwise be includible in income under Federal income tax principles.

The recommended changes to the interest rate provision would, on a prospective basis,
provide a better mechanism for achieving the equivalent effective interest rate goal than the net
zero interest rate approach of present law. Thisis because the proposed changes would, at least
on a prospective basis, automatically achieve the desired result. On the other hand, the
implementation of the net zero interest rate under present law requires the identification of the
appropriate periods to which the net zero rate should apply and the recal cul ation of interest for
those periods.’® It is noteworthy that, while Congress expected the Secretary would ultimately
implement the procedures necessary for the automatic application of the interest netting rules, it
was understood that taxpayers would have to affirmatively request, and probably calculate, the
adjustments needed to implement the zero net interest rate until such procedures could be
implemented.” The recommended changes would make the benefits of equivalent effective
interest rates available to all taxpayers on a prospective basis, not only to those taxpayers capable
of preparing complex net zero rate calculations.

Another effect of the Joint Committee staff recommendation would be to make interest
rates charged by and paid to the IRS more closely reflect market reality in that, under present law,
corporations (particularly large corporations) pay a higher rate of interest to the IRS than do
individuals, whereas in the market, this situation is generally inverted. For example, large
financially secure corporations can currently borrow short-term at rates just under 5 percent in

101 |t isnot yet clear how the recalculation of interest for the affected periods will be
accomplished. Different results may occur depending on the methodology chosen. The
Secretary is expected to issue regulations by the end of 1999 describing the acceptable
methodologies.

102 Joint Committee Taxation, General Explanation of Tax Legislation Enacted in 1998,
(JCS-6-98), at 73-74.
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commercia paper markets, and can borrow long-term in the bond markets at ratesin the vicinity
of 7.25 percent.™® Small business lending rates have been in the vicinity of 9 percent.™™
Individuals, on the other hand, face much higher borrowing costs. Recent rates on credit cards
charged interest have been near 15 percent, rates on personal |oans extended by commercial
banks and finance companies have been over 13 percent, and those on used car loans have been
12 percent. Though individuals can borrow at lower rates for secured debt (for example,
mortgages secured by the house have been in the vicinity of 7.5 percent, and new car loans
secured by the value of the car have been around 6.5 percent), the debt that results from not
timely paying the IRS is more akin to an unsecured loan. By raising the overpayment and
underpayment rates to AFR+5, which would mean approximately a 10-percent rate at current
market interest rates, the recommendation moves the rates closer to market rates for unsecured
personal debt.

It isof course impossible to replicate the appropriate market rate of interest for each
taxpayer; doing so would require an individualized assessment of each taxpayer’s
creditworthiness and would impose a multiplicity of different rates. Thisisadministratively
unfeasible.

The Joint Committee staff recommendation is designed to accommodate two policy goals
simultaneously: the policy goal of applying onerate to all taxpayers and the policy goal of
following market rates more closely. Accordingly, the recommendation necessarily entails
blending the market rates otherwise applicable to the range of all taxpayersto produce one rate
applicable to every taxpayer.

Estimated tax penalties

The conversion of both the individual and the corporate estimated tax penaltiesinto
interest charges more closely conforms the titles and descriptions of those provisions with their
effect. Because these penaltiesin fact are computed as an interest charge, conforming their title
to the substance of their functioning may improve taxpayers perceptions of the fairness of the
tax system. The present-law penalties are essentially atime value of money computation which
isnot punitive in nature, but rather compensatory. Calling them penalties may have a negative

188 For updated information on rates cited in this paragraph, as well as more specific
information on the types of loans referenced, see Board of Governors of the Federal Reserve
System, Survey of Terms of Bank Lending, Statistical Release E.2; Board of Governors of the
Federal Reserve System, Selected Interest Rates, Statistical Release H.15; and Board of
Governors of the Federal Reserve System, Finance Companies, Statistical Release G.20.

104 The Small Business Administration uses loans of under $100,000 as a proxy for small
business lending, and quotes rates for such purposes from Board of Governors of the Federal
Reserve System, Survey of Terms of Bank Lending, Statistical Release E.2.
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impact on taxpayers perceptions of the fairness of the tax system and make the offense of
underpaying estimated taxes seem greater than it redlly is.

The increase from $1,000 to $2,000 in the individual estimated tax payment threshold and
theinclusion of certain estimated tax paymentsin its computation should simplify considerably
the computation of estimated tax payments and interest for anumber of individuals. Under
present law, the computational difficulties of calculating estimated tax penalties can be
considerable. Many taxpayers are forced by this complexity to leave this calculation to the IRS.
Because the IRS may not possess sufficient information to determine the minimum penalty,
overpayment may result. Limiting the circumstances where such computations are necessary
should facilitate the payment of the proper liability.

Penalty for failureto pay taxes

The repeal of the penalty for failure to pay taxes also would complete a policy initiative
begun by the IRS Reform Act, where this penalty was reduced for taxpayers who enter into
installment agreements.’® The recommendation is designed to give taxpayers several months
after the original due date of their tax returnsin which they can pay interest (but not a penalty) on
amounts shown on their returns as owing but not paid. Paying only interest for that period may
encourage taxpayers to report their income and liability in full evenif they are unableto pay itin
full immediately.

One of the most significant difficulties the IRS faces in collecting taxes owed but not paid
isthat aconsiderable period of time often passes before collection efforts are fully undertaken;®
by contrast, in the private sector, collection efforts generally are begun as rapidly as possible.
Thisis done because the likelihood of collecting amounts due diminishes significantly with the
passage of time. One purpose of the Joint Committee staff’s recommendationsis to encourage
more rapid commencement of the payment of amounts due. The advantage of encouraging
taxpayers to utilize installment agreements is that taxpayers will continue to make periodic
payments (generally monthly) to fulfill their obligations, rather than letting interest on an unpaid
bal ance continue to mount with a concomitant decrease in the likelihood of eventual full
payment.

Taxpayers would be given four months in which to pay their tax obligations and be
charged interest only. This four-month period coincides with the four-month automatic
extension of timeto fileindividual tax returns that is made available to taxpayers who file Form
4868, Application for Automatic Extension of Time To File U.S. Individua Income Tax Return.

15 Sec, 6651(h).

106 Statement of Charles O. Rossotti, IRS Commissioner, before the Joint Hearing on IRS
Progress, May 25, 1999, at 4.
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At the end of that four-month period, if the taxpayer still has not fully paid the taxpayer’ s tax
obligation, the taxpayer would have a significant incentive (avoidance of the late payment service
charge) to enter into an installment agreement for payment with the IRS.

Taxpayers who do not enter into an installment agreement by four months after the due
date of the return would be charged an annual 5-percent late payment service charge on the
remaining outstanding balance. This service charge has several rationales. First, it issimilar to
late payment charges that are widely imposed in the private sector. Thus, taxpayers would have a
better understanding of the purpose of the charge: to encourage timely payment. Second, it
provides a strong incentive to enter into an installment agreement in arelatively timely fashion,
rather than waiting for along period of time and letting interest continue to mount without
making further payments. Third, it recognizes the increased burdens placed on the tax system
(and therefore on compliant taxpayers) by those who do not fulfill their tax obligationsin a
relatively timely manner.

The elimination of the $43 user fee for installment agreements for taxpayers who both
enter into installment agreements and who agree to use automated mechanisms, such as
automated debits to a bank account, to pay their installment paymentsis designed to increase the
certainty of timely payment, simplify the payment process for taxpayers, and decrease
administrative costs of collection for the IRS.*”

Effective date

The effective date recommended was chosen for several reasons. Firgt, it is prospective,
so that taxpayers and the IRS do not have to change prior actions. Second, it is the start of both a
new year and anew calendar quarter, which are important dates in the structure of the operation
of the affected provisions. Third, it should give the IRS time to adjust its forms and instructions
so that taxpayers may become aware of the changes.

197 The cost to the IRS of administering these automated payment mechanismsis less
than adollar apayment. See, Tax Notes, June 14, 1999, at 1544.
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B. Interest Provisions
1. Calculation of interest

Background and Present L aw

Overview

The payment of interest is required under the Code anytime ataxpayer or the IRSfailsto
satisfy an obligation by the required date. The IRS must pay interest to ataxpayer whenever it
fails to return an overpayment of tax to the taxpayer in atimely manner. A taxpayer must pay
interest to the United States whenever the taxpayer fails to pay the correct amount of tax by the
legal due date.

The amount of interest required is determined by (1) the amount of the overpayment or
underpayment, (2) the period of time that has elapsed between the time the tax was required to
be paid (in the case of an underpayment) or returned (in the case of an overpayment) and the
time the tax was actually paid or returned, and (3) the appropriate statutory interest rate,
compounded daily.

Interest generally is not required to be paid, either by the IRS or by ataxpayer, if payment
occurs within the time prescribed by law. Thisistrue despite one party having held the other’s
funds for aperiod of time. The taxpayer has until the legal due date of its return’® to determine
itsliability and remit any taxes owed.'® The IRSisgiven 45 days after the later of the due date or
the date the taxpayer files the return to make any refund shown on such return.

1% | n the case of income taxes, the due date is the 15" day of the third month following
year end for corporations and the 15" day of the fourth month following year end for other
taxpayers.

1% 1n many instances, taxpayers must make estimated tax payments (with respect to
income taxes) or deposits (with respect to employment or excise taxes) in advance of the due
date of the return or be subject to penalty. The estimated tax and deposit systems are separate
systems. Failure to make atimely deposit or payment of estimated taxes may trigger apenalty in
those systems without establishing the need to pay interest. The estimated tax and deposit
systems are discussed more fully elsewherein this study at Part VI11.C., below.
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Amount

Amount of overpayment.--The IRS is required to pay interest to ataxpayer if it does not
timely refund an overpayment of any internal revenue tax.™° Included in this definition is the
portion of taxes paid that exceeds actual liability, refundable credits ™! and any taxes that were
assessed or collected after the expiration of the applicable statute of limitations. In addition, any
interest and penalties that were previously paid by the taxpayer with respect to an underpayment
of tax are treated as overpayments of tax to the extent the underpayment islater determined not
to have existed.

For example, in 1998 an individual taxpayer files his or her return showing income tax of
$10,000 and refundable credits of $1,000. On examination, the IRS disallows the refundable
credits and proposes additional adjustments that would increase tax liability by $5,000. The IRS
assesses interest and penalties of $500 on the resultant underpayment. The taxpayer pays these
additional amounts and successfully sues for their refund. In this case, the total overpayment is
$6,500 (the $1,000 of refundable credits plus the $5,000 additional tax liability plusthe $500 in
interest and penalties).

Amount of underpayment.--A taxpayer isrequired to pay interest to the government if it
failsto pay the correct amount of any tax imposed under the Code by the statutory due date.**?
For this purpose, the amount of the underpayment may include penalties, additional amounts or
additions to tax.'* Underpayments of estimated taxes and deposits of employment and excise
taxes are subject to a separate regime, discussed elsewhere in this study.

Period of time

Period of overpayment.--1f the overpayment is to be refunded to the taxpayer, interest will
accrue on the overpayment from the later of the due date of the return or the date the payment is
made until a date that is not less than 30 days™ before the date of the refund check. If the

10 Sec, 6611(a).
11 See secs, 31-34.
12 Sec, 6601(a).
13 Sec. 6601(€)(2).

14 The 30-day grace period afforded the government has not changed since its original
inclusion as section 3771(b)(2) in the Internal Revenue Code of 1939. The 30-day period
provides a period of time within which the IRS can transmit the refund information to the
Financial Management Service of the Treasury Department, which isthe agency that actually
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overpayment isto be credited or offset against some other liability, interest will accrue until the
dateit isso credited or offset.

A payment is not be considered made by the taxpayer earlier than the time the taxpayer
filesareturn showing the liability. Interest does not accrue on an amount that is submitted other
than in payment of a specific liability. A taxpayer may not send money to the government as a
deposit or prepayment of an undetermined liability and earn interest on such funds.

As noted above, no interest is accrued if the IRS makes the refund within 45 days of the
later of the filing or the due date of the return showing the refund. If the IRS failsto make the
refund within such 45-day period, interest is required to be paid for the entire period of the
overpayment. For example, an individual taxpayer files hisreturn on April 15, properly showing
arefund due of $10,000. If the IRS pays the refund within 45 days, no interest on the
overpayment will be required. However, if the IRS does not pay the refund until the 46™ day,
interest will be required from April 15.

If an overpayment is established by an amended return, interest is required to be paid
from the original due date of the return (or the date the taxes were paid, if later) until the amended
returnisfiled. Oncethe amended returnisfiled, the IRSis allowed a 45-day grace period to pay
the refund without further interest, similar to the 45-day grace period provided for paying a
refund shown on an original return. The IRS must still pay interest from the original due date of
the return until the amended return isfiled and, if the IRS does not pay the refund within the 45-
day period, the IRS must pay interest until the refund is paid.

Period of underpayment.--Generally, interest accrues on an underpayment of tax from the
last date prescribed for the payment of the tax (the original due date) until thetax is paid. Inthe
case of taxes that must be paid with areturn, the due date of the tax is generally the same asthe
due date of the return. However, an extension of time for the filing of areturn does not extend
the time for the payment of the tax. An underpayment may exist for the period between the
original due date of the return and the date the return is filed and the tax liability paid, even if the
full amount of any tax liability is paid by the extended due date. For example, on April 15 an
individual taxpayer files arequest for an automatic extension of timeto file his Federal income
tax return, showing an estimated liability of $10,000. As of that date, the taxpayer has
withholding and estimated taxes equal to $10,000. On August 15, the taxpayer files his return
showing aliability of $11,000 and encloses a check for the $1,000 balance due. The taxpayer will
owe interest on the $1,000 underpayment from April 16 until August 15.
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A 21-day grace period following the issuance of a notice and demand for payment (10
daysif the underpayment isin excess of $100,000) is provided. No interest must be paid during
such 21- or 10-day period, provided the payment is made within such period.

Suspension and abatement of interest accruals.--The Secretary is authorized or required to
suspend or abate the accrual of interest in certain circumstances. These issues are discussed more
fully elsewherein this study.

I nteraction with estimated taxes.--The underpayment or overpayment of estimated
income taxes does not result in the payment of interest by or to the taxpayer. The requirement to
pay estimated income taxes under section 6654 and 6655 is specifically excluded from the
interest calculation under section 6601. Estimated income tax payments become payments of tax
as of the original due date of the return for the taxable year for which the estimated payments
were made and retain their status as payments of tax until they are credited to a different period
or are required to berefunded. Estimated tax paymentsfor alater year cannot be diverted to
offset an underpayment in an earlier year.'®

Statutory interest rate

The statutory interest rates on underpayments and overpayments are based on the short
term applicable Federa rate (AFR). The short term AFR represents the average market yield on
outstanding marketable obligations of the Federal government with remaining periods of three
yearsor less.™® Interest on both overpayments and underpaymentsis required to be
compounded daily.*’

For taxpayers other than corporations, the statutory interest rate on both overpayment
and underpayment rates is the short-term AFR plus 3 percentage points. For interest periods
beginning after 1986 and before July 28, 1999, the statutory interest rate on overpayments of
taxpayers other than corporations was the short-term AFR plus 2 percentage points. This
difference in statutory rates was eliminated for taxpayers other than corporations as part of the
IRS Reform Act.

15 The estimated tax system is discussed more completely in the next section of this
study.

16 Sec, 1274(d)(1)(0).

17 Sec. 6622.



Different statutory interest rates apply to underpayments and overpayments of corporate
taxpayers.®® These rates are also adjusted depending on the size of the underpayment or
overpayment. Corporate overpayments generally accrue interest at arate equal to the short-term
AFR plus 2 percentage points. Large corporate overpayments, those in excess of $100,000 for
any taxable period, accrue interest at arate equal to the short-term AFR plus 0.5 percentage
point. Corporate underpayments generally accrue interest at arate equal to the short-term AFR
plus 3 percentage points. Large underpayments of corporations accrue interest at the “hot
interest” rate equal to the short term AFR plus 5 percentage points.

The short-term AFR is determined by the Secretary of the Treasury for the first month of
each calendar quarter. Therateisthen used to determine the statutory rate of interest in the
following calendar quarter. For example, the Secretary of the Treasury determined that the
average market yield on outstanding marketable obligations of the IRS with remaining periods of
threeyearsor lessis 4.5 percent in January, 1999. The short-term AFR of 4.5 percent isthen
used to determine the statutory interest rate for the second calendar quarter of 1999.

| nter est netting

A special net interest rate of zero appliesto the extent that, for any period, interest is
payable under subchapter A and allowable under subchapter B on equivalent underpayments and
overpayments by the same taxpayer.’® If both the underpayment and overpayment are
unsatisfied, the interest rate applied to both will be zero. If either the underpayment or
overpayment has previously been satisfied, the interest rate applicable to the unsatisfied amount
will be equal to the interest rate applicable to the satisfied amount to the extent that interest was
allowable or payable on both the underpayment and the overpayment for the same period.
Interest must be both payable and alowable for interest netting to apply.

Overpayments attributable to the carryback of tax attributes

A change in the amount of an underpayment or overpayment that results from the
carryback of atax attribute (such as anet operating loss or atax credit) is taken into consideration
as of the due date (or date of filing, if later) of the return that includes the attribute. If an
overpayment is attributable to the carryback of atax attribute, the period of the overpayment
does not begin until the due date (or date of filing, if later) of the return the includes the attribute

18 Prior to 1987, the same interest rate applied to the overpayments and underpayments
of all taxpayers. Section 1511 of the Tax Reform Act of 1986 established the rule that the
Treasury will pay interest on overpayments at a rate one percentage point less than taxpayers are
required to pay on underpayments, effective for periods beginning after 1986.

19 This provision was enacted in section 3301 of the IRS Reform Act.
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that is being carried back.’® If the availability of the attribute for carryback isitself created by the
carryback of a separate item from a subsequent year, the period of overpayment does not begin
until the due date (or date of filing, if later) for the subsequent year. For example, in 2002 a
taxpayer incurs a net operating loss that is carried back and used in 2000. The use of the net
operating lossin 2000 results in acarryback of general business credits arising to 1999 where they
reduce the 1999 tax liability. Since the overpayments for both 1999 and 2000 are the result of the
carryback of atax attribute from 2002, the period of overpayment for 1999 and 2000 will not be
considered to begin prior to the filing date of 2002 return.

If achangein the amount of an underpayment results from the carryback of atax
attribute, the change is not taken into account until the due date (or filing date if later) of the
return that includes the tax attribute.’* For example, a corporate taxpayer filesits 1998 return on
March 15, 1999, showing atotal liability of $20,000. The taxpayer has previoudy paid $20,000 in
estimated taxes and balance is due with the return. On June 15, 2001, an examination of the 1998
return establishes an additional liability (and thus an underpayment) in the amount of $10,000. A
notice and demand for the $10,000 underpayment is given the taxpayer that day. Inthe
meantime, the taxpayer hasfiled its 2001 return on February 1, 2001, showing anet operating
loss that, when carried back to 1999, reduces the liability in that year by $6,000. A refundis
claimed through Form 4466. Thisrefund isreceived on April 30, 2001. The taxpayer pays the
$10,000 deficiency disclosed on the audit on July 2, 2001, within 30 days of receiving the notice
and demand for payment.

Theinterest arising from this situation is determined as follows: The effect of the net
operating loss cannot be taken into account until March 15, 2001, the due date of the return for
the year in which theloss arose. Thus, interest is due on $10,000 of underpayment from March
15, 1999 until March 15, 2001. Interest is also due on the net underpayment of $4,000 from
March 16, 2001 until June 15, 2001. No interest is due after June 15 because the underpayment is
fully satisfied within the 30-day grace period following the issuance of the notice and demand for
payment.

Similar rules apply in the case of carrybacks of foreign tax credits.

Overpayments attributable to adjustmentsinitiated by the IRS

120 Sec, 6611(F).
121 Sec, 6601(d).
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If an adjustment initiated by the Secretary resultsin arefund or credit of an overpayment,
interest on such overpayment is computed by subtracting 45 days from the overpayment
period.’2

M ethod of paying refunds

Taxpayers may receive refunds due them in one of two ways. First, the taxpayer may be
issued a check by the Financial Management Service division of the Department of the Treasury.
For thisto happen, the IRS must notify Financial Management Service, Financial Management
Service must process and issue the check, and the U.S. Postal Service must deliver it.
Alternatively, taxpayers may request that they receive their refunds electronically by direct
deposit. Thismethod is generally faster than payment by paper check.

Recommendations

The Joint Committee staff recommendations for legidative changein thisareaare
incorporated in the Recommendations of General Applicability discussed in the previous section.
Included in those recommendations is a proposal to establish asingle interest rate equal to short-
term AFR plus 5 percentage points that would be applicable to the underpayments and
overpayments of all taxpayers.

2. Abatement and suspension of under payment interest

Background and Present L aw

In general

The Secretary of the Treasury can abate or suspend the accrual of interest in a number of
situations. In general, the Secretary is authorized to abate interest that is not owed by the
taxpayer, either because the interest was erroneously or illegally assessed, or was assessed after
the expiration of the period of limitations. The Secretary also may abate interest that is
attributable to unreasonable errors and delays by the Internal Revenue Service, aswell asto
erroneous written advice furnished by the Internal Revenue Service. The Secretary may abate
interest where, in his judgement, that the administration and collection costs involved do not
warrant the collection of the amount due.

The Secretary is required to abate interest in the case of a declared disaster or certain
erroneous refunds attributable solely to errors made by the IRS. The Secretary isrequired to

2 Sec. 6611(e)(3), added by section 13271(a) of the Omnibus Budget Reconciliation Act
of 1993.
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suspend the accrual of interest if the IRS fails to contact the taxpayer in atimely manner and in
the case of taxpayers serving in acombat zone.

Interest that is abated is not owed by the taxpayer and does not accrue additional interest
through compounding or result in any additional penalties. If the accrual of interest is suspended
for aperiod, then that period is not taken into account in determining the interest owed on an
underpayment.

Abatement of interest that is erroneoudly or illegally assessed

Most abatements of interest are aresult of adjustments to the underlying tax liability.
Underpayment interest is assessed any time an underpayment is assessed. |If the underlying tax
liability is later adjusted, resulting in areduction in the amount of the underpayment, the portion
of the interest attributable to such adjustment must be abated.

Abatementsdueto unreasonableerror or delay by thelRS

If any part of an underpayment is attributable to an unreasonable error or delay by an
officer or employee of the Internal Revenue Service, acting in his official capacity, in the
performance of aministerial or managerial act, the Secretary may abate all or a part of the interest
on the underpayment. Similarly, if adelay in the payment of tax is attributable to such an officer
or employee being erroneous or dilatory in performing aministerial or manageria act, the
Secretary may abate all the interest that would otherwise accrue for that period.

Prior to 1986, the IRS generally did not have the authority to abate interest charges that
were properly calculated and based on a correctly determined underpayment. Thiswas the case
even if the IRS errors or delays had prevented the earlier satisfaction of the taxpayer’s
underpayment and resulted in the accrual of additional interest. The Tax Reform Act of 1986
provided the IRS the authority to abate interest where an IRS officia fails either to perform a
ministerial act in atimely manner or makes an error in performing aministerial act. “Congress
intended that the term *ministerial act’ be limited to a nondiscretionary act when all of the
prerequisites to the (a)ct, such asfact gathering, analysis, decision-making, and conferencing and
review by supervisors, have taken place.” ' Abatement is available under this authority only
where “no significant aspect of the error or delay can be attributable to the taxpayer” 2 and
relates only to periods after the taxpayer has been contacted for examination.’® Therule

12 Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986
(“Bluebook”) (JCS-10-87), at 1310.

24 H.Rept. No. 99-841 (Conference Report on the Tax Reform Act of 1986), at |1-811.
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authorizes, but does not require the abatement of interest. Abatement is at the discretion of the
Secretary. “Congress did not intend that this provision be used routinely to avoid the payment of
interest; rather, it intended that the provision be utilized in instances where failure to perform a
ministerial act results in the imposition of interest, and the failure to abate the interest would be
widely perceived as grossly unfair.”%

In 1996, the authority to abate interest was expanded to permit the IRS to abate interest
with respect to any unreasonable error or delay resulting from the managerial aswell as
ministerial acts. A manageria act is an administrative act that occurs during the processing of a
taxpayer’ s case involving the temporary or permanent loss of records or the exercise of
judgement or discretion relating to the management of personnel. Thisallows interest to be
abated where extensive delays result from managerial acts such asthe loss of records by the IRS,
IRS personnel transfers, extended illnesses, extended personnel training, or extended leave. “For
this purpose, delays resulting from managerial acts do not include delays resulting from general
administrative decisions. For example, the taxpayer could not claim that the IRS's decision on
how to organize the processing of tax returns or its delay in implementing an improved computer
system resulted in an unreasonable delay in the Service's action on the taxpayer's tax return, and
so the interest on any subsequent deficiency should be waived.”

The authority to abate interest under this rule does not apply where an underpayment or
delay in payment of tax is attributable to an error or delay by an officer or employee of the IRSin
the performance of an act that is not manageria or ministerial. Ministerial and managerial acts do
not include a decision as to the application of any Federal or state law, including any Federal tax
law.8

The proposed regulations provide a number of examples of situations in which abatement
of interest under this rule would or would not be allowed. Abatement is generally limited to
situations where resolution of the taxpayer’ sliability is delayed because the IRS hasfailed to
assign appropriate personnel to ataxpayer’s case (a managerial act), thereis an unaccountable
delay in the issuance of anotice by the IRS (aministeria act), an IRS employee requests an
insufficient amount of payment because he misreads the amount on the taxpayer’ s master file (a
ministerial act), or the IRS loses or misplaces vital information (amanagerial act). Abatement is
not available where the delay in resolving the taxpayer’ sliability is attributable to excessive time
spent by the IRS in interpreting the tax laws, to erroneous interpretations and cal cul ations made

1% Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986
(“Bluebook”) (JCS-10-87), at 1310.

127 H.Rept. 104-506 (Taxpayer Bill of Rights 2).
%8 Treas. Reg. sec. 301.6404-2(b).
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by the IRS, to the IRS' decision to examine other returns prior to the examination of the
taxpayer’ s return, or to other failures to resolve ataxpayer’sliability in atimely manner.

Abatement of interest on erroneousrefunds

The Secretary is required to abate interest on an erroneous refund for the period from the
issuance of the refund until itsreturn is demanded.”® Since the taxpayer has 21 days from the
date of demand to pay without interest,™® no interest must be paid as the result of an erroneous
refund if the taxpayer repays the refund within 21 days of the IRS asking for itsreturn. If the
taxpayer does not repay the refund within the 21 day grace period, interest must be paid from the
date the return of the refund is demanded. The rule abating interest in the case of erroneous
refunds does not apply if the taxpayer (or arelated party) hasin any way caused the erroneous
refund or if the amount of the erroneous refund exceeds $50,000.

Abatement of penalties and additionsto tax attributableto erroneous written advice given
by the RS

The Secretary is required to abate any portion of any penalty or addition to tax
attributable to erroneous advice furnished to the taxpayer in writing by an officer or employee of
the IRS acting in his or her official capacity. The abatement appliesonly if (1) the adviceis given
in response to a specific written request made by the taxpayer, (2) the taxpayer reasonably relied
on the advice, and (3) the taxpayer provided adequate and accurate information.*

Only penalties and additions to tax that are attributable to erroneous written advice given
by the IRS are abated under thisrule. Interest is abated only to the extent that it is attributable to
abated penalties and additions to tax. Interest attributable to an underpayment of tax, where such
underpayment is the result of the taxpayer’s proper reliance on written advice of the IRS, is not
eligible for abatement.

Suspension of the accrual of interest for taxpayers servingin a combat zone'*?

129 Sec, 6404(6)(2).
10 Sec, 6601(€)(3).
131 Sec, G404(F).

2 Therelief available to taxpayers serving in combat zones is discussed more fully in
Joint Committee on Taxation, Description of Present Law and a Proposal Relating to Tax
Relief for Personnel in the Federal Republic of Yugoslavia (Serbia/Montenegro), Albania, the
Adriatic Sea, and the Northern lonian Sea (JCX-18-99).
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Taxpayers serving in acombat zone generally are not required to file tax returns or pay
taxes until 180 days after their service in the combat zone is completed. Accordingly, the accrual
of interest on any underpayment is suspended during that period.**® This suspension of interest
appliesto the underpayment of any tax, whether or not related to areturn that would otherwise
have been due while the taxpayer was serving in the combat zone.

A taxpayer is serving in acombat zone if serving in the Armed Forces of the United States
in an area designated as a"combat zone" during the period of combatant activities. An individual
who becomes a prisoner of war is considered to continue in such active service. Anindividual
serving in support of the Armed Forces of the United States in the combat zone, such as Red
Cross personnel, accredited correspondents, and civilian personnel acting under the direction of
the Armed Forces, are also considered to be serving in the combat zone for this purpose. The
designation of a combat zone may be made by the President in an Executive Order, or may be
declared legidatively by the Congress. The President must also designate the period of
combatant activitiesin the combat zone (the starting date and the termination date of combat).

The suspension of interest applies during the period of combatant activitiesin the
combat zone, as well as (1) any time of continuous qualified hospitalization resulting from injury
received in the combat zone or (2) timein missing in action status, plus the next 180 days.

Taxpayerslocated in a Presidentially declared disaster area

In the case of a Presidentially declared disaster, the Secretary of the Treasury hasthe
authority to extend the filing date for returns of taxpayers that are located in the disaster area.
The Secretary may also extend the payment date for any taxes shown on such an extended
return. If the Secretary extends the filing and payment dates, any interest that would otherwise
be accrued during the period of the extension must be abated.’*

Suspension of interest wherethe Secretary failsto contact a taxpayer

For individual taxpayers who have filed atimely tax return, the accrual of interest is
suspended after 1 year if the IRS has not sent the taxpayer a notice specifically stating the
taxpayer's liability and the basis for the liability within the specified period. With respect to
taxable years beginning before January 1, 2004, the 1-year period isincreased to 18 months.
Interest and penalties resume 21 days after the RS sends the required notice to the taxpayer. The

138 Sec. 7508.
13 Sec, 6404(h).
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rule applies separately with respect to each item or adjustment™ and does not apply where a
taxpayer has self-assessed the tax. The suspension does not apply in the case of fraud.** Any
interest that is assessed during the suspension period is required to be abated.

Proceduresfor the abatement of inter est

Taxpayers may apply for the abatement of interest by filing a claim on Form 843 with the
Internal Revenue Service Center that has assessed the interest the taxpayer seeksto have
abated.™*’

Typically, interest is abated when the amount of tax assessed isreduced. Thus, any
procedure that may result in the reduction of assessed tax may also result in an abatement of
interest.

Where abatement of interest is sought separate from any redetermination of tax the
availability of judicial review depends upon the basis on which abatement is sought. If the IRSis
required to abate the interest, judicial review is available to determine if the facts exist that
mandate abatement. Taxpayer Bill of Rights 2 specifically granted jurisdiction to the Tax Court to
review for abuse of discretion any decision by the IRS not to abate interest that is attributable to
unreasonable error or delay by Service employees in the performance of aministerial or
managerial act.*® Otherwise, review of the Secretary’ s failure to use his or her discretion to abate
interest may not be available. The courts have held that judicia review of the IRS failure to use
its discretion to abate interest is generally not available, unlessjurisdiction is specifically granted
by statute or a standard for review has been established.**

Recommendations and Analysis

35 For example, if the IRS sends a math error notice to ataxpayer 2 months after the
return isfiled and also sends a notice of deficiency related to adifferent item 2 years later, the
suspension of interest appliesto the item reflected on the second notice (notwithstanding that the
first notice was sent within the applicable time period).

1% Sec, 6404(g).
¥ Rev. Proc. 87-43, 1987-2 C.B. 590.
138 Sec. 6404 (as amended by section 301 of the Taxpayer Bill of Rights 2).

% Horton Homes, Inc. v. United States, 727 F. Supp. 1450 (M.D. Ga. 1990) aff’d., 936
F.2d 548 (11" Cir. 1991).
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Allow the abatement of interest if a grossinjustice would otherwiseresult if interest wereto
be charged

The Joint Committee staff recommends that the Secretary be granted the authority to
abate interest if a grossinjustice would otherwise result if interest were to be charged. Itis
anticipated that such authority will be used infrequently and will only be available in situations
the taxpayer has not materially contributed to the accrual of the interest. Abatement under this
authority would be solely within the discretion of the Secretary.

Present law does not grant authority to the Secretary to abate interest on general equitable
grounds. The Secretary should have the authority to abate interest where necessary to avoid
grossinjustice.

Allow the abatement of interest for periods attributableto any unreasonable IRS error or
delay

The Joint Committee staff recommends that the authority of the Secretary to abate
interest be expanded to allow interest to be abated for any period that is attributable to
unreasonable IRS errors or delays, whether or not related to managerial or ministeria acts. Such
authority may be exercised with regard to errors and delays occurring in periods both before and
after the taxpayer is contacted for examination, as well as situations where the error or delay
occurs as aresult of general administrative decisions. Abatement would not be available to the
extent the taxpayer contributed to the delay by providing erroneous information or failing to
provide required information.

It is not appropriate to require taxpayers to pay interest for periods where the sole reasons
the taxpayer’s case is not resolved relate to error or delay on the part of the IRS. Interest for such
periods should be abated whether the error or delay relates to managerial, ministerial, or other
acts.

It is not expected that this expansion of authority will result in an abatement of interest
any time ataxpayer is not able to resolveitstax liability as quickly asthe taxpayer would like.
Interest owed by ataxpayer would not be abated solely because other taxpayers had their returns
examined first, or because the determination of the taxpayer’ s liability proved difficult and
required additional time. Abatement is expected to be available only where the additional time
needed to resolve the taxpayer’ sliability is the result of unreasonable error or delay by the IRS,
considering al the facts and circumstances applicable to the taxpayer’ s case.

Allow for the abatement of interest in situations wherethe taxpayer isrepaying an excessive
refund based on | RS calculations without regard to the size of therefund




The Joint Committee staff recommends that the $50,000 threshold for abatement of
interest on erroneous refunds be repealed. The Secretary would be required to abate interest on
any erroneous refund, provided the taxpayer has not in any way caused the erroneous refund to
occur.

Allow the abatement of interest to the extent theinterest is attributable to taxpayer reliance
on written statements of the RS

The Joint Committee staff recommends that the Secretary be allowed to abate interest on
an underpayment where the underpayment is attributabl e to erroneous advice furnished to the
taxpayer in writing by an officer or employee of the IRS acting in his or her officia capacity. Itis
anticipated that, where such abatement is appropriate, it would apply to the period of time from
the issuance of the erroneous advice through the day that is 21 days (10 daysin the case of an
underpayment in excess of $100,000) after the day the IRS gives written notice that its advice was
erroneous. Under present law, penalties and additional tax must be abated if they are attributable
to erroneous advice furnished to the taxpayer in writing by an officer or employee of the IRS
acting in hisor her official capacity. This does not eliminate the taxpayer’s need to satisfy any
underpayment of tax attributable to such erroneous advice, nor does it authorize the abatement of
interest on such underpayment.

3. Interest netting

Background and Present L aw

Overview

A net interest rate of zero appliesto the extent that, for any period, interest is payable
under subchapter A and allowable under subchapter B on equivalent underpayments and
overpayments by the same taxpayer. The net interest rate of zero applies regardless of what type
of tax isunderpaid or overpaid for a period. However, each underpayment and overpayment is
only to be taken into account once for this purpose.

A net interest rate of zero can be achieved in several ways. If the underpayment on which
interest is payable and overpayment on which interest is allowabl e are both outstanding, the two
amounts may be offset against each other. If the underpayment or overpayment has previously
been satisfied and interest paid at the underpayment or overpayment rate, the net interest rate of
zero can be achieved (1) by charging the same rate that was paid on the underpayment or
overpayment to an equivalent amount of the overpayment or underpayment, or (2) by requiring
repayment of the overpayment interest or refunding underpayment interest and then offsetting
the underpayment and overpayment. The Code does not specify the approach that isto be taken,
so long as anet interest rate of zero isachieved. However, legidative history indicates that



it isanticipated that the Secretary will take into account interest paid on previously
determined deficiencies or refunds for the purpose of determining the rate of interest in
periods for which this provision is effective without regard to whether the underpayments
or overpayments are currently outstanding. It isalso anticipated that whereinterest is
both payable from and allowable to an individual taxpayer for the same period, the
Secretary will take all reasonable efforts to offset the liabilities, rather than process them
separately using the net interest rate of zero.1*

The approach taken to implementing the net interest rate of zero may have a significant
effect, particularly in the case of individual taxpayers. Because individuals are required to include
overpayment interest in income, but are not allowed a deduction for underpayment interest,
paying the same rate on an overpayment as was previously charged on an underpayment (or vice
versa) does not produce as advantageous a result for the taxpayer as would offsetting.**

Where interest is payable and allowable on an equivalent amount of underpayment and
overpayment that is attributable to a taxpayer'sinterest in a pass-thru entity (e.q., a partnership),
the benefits of the net zero interest provision are intended to apply.

The legidlative history of the IRS Reform Act indicates that Congress expects the
Secretary to implement the procedures necessary to allow for the automatic application of this
provision when practicable. Until such procedures are implemented, the Congress expects that
the Secretary will promptly and carefully consider any taxpayer's request to have interest charges
recal culated in accordance with this provision.**

Interest must be payable and allowable

The zero net interest rate is available to the extent the taxpayer both owes and is owed
interest for the same period. This has the same effect as would the restoration of the pre-1987
rules requiring the IRS to pay the same rate on overpayments that it collects on underpayments.

Underpayments and overpayments of tax are not taken into account to the extent interest
does not accrue on them. For example, in September, 2000, a calendar year corporate taxpayer is

140 H.Rept. 105-599 (Conference Report to the IRS Reform Act), at 257.

141 For example, an individual taxpayer is assessed and pays interest on an
underpayment. No deductionisallowed for theinterest paid. Later, the taxpayer amends his
return to show an overpayment. Any interest on this overpayment will be required to be
included inincome. If interest on the overpayment is determined at the same rate as interest was
paid on the underpayment, the rates will be equivalent on a pre-tax, but not after-tax basis.

142 H.Rept. 105-599 (Conference Report to the IRS Reform Act), at 257.
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determined to have underpaid its 1998 incometax. Interest isrequired to be accrued at the
underpayment rate (short-term AFR+3 percentage points) from the original due date of the 1998
return (March 15, 1999) until it ispaid. The taxpayer’stimely filed returns for 1999, and 2000
showed refunds due the taxpayer. On its 1999 return, the taxpayer requested that the refund be
paid in cash. TheIRS pays thisrefund within 45 days. On its 2000 return, the taxpayer
requested that its refund be credited to its estimated taxes for 2001. The amount is so credited by
the IRS.

In this example, the zero net interest rate does not apply to the underpayment of 1998
taxes. Although there are overpayments outstanding for a portion of the time the underpayment
isoutstanding, interest does not accrue on those overpayments because they are credited or
refunded during the statutory period.

If the zero net interest rate were allowed in this example, it would provide a benefit to the
taxpayer contingent on the taxpayer underpaying tax. A taxpayer that has no underpayments
would continue to receive its refund without the payment of interest. However, if the taxpayer
were to first underpay aprior year’stax, it would benefit by being allowed to toll the interest on
that underpayment while the IRS is processing its refund.

The rule limiting the zero net interest rate to situations in which the taxpayer both owes
and is owed interest for the same period also servesto preserve the integrity of the rule requiring
the suspension of interest where the IRS fails to contact an individual taxpayer. For example, an
individual taxpayer always files histax returnson April 15. On September 30, 2002, the IRS
determines that an item of income was erroneously excluded from the taxpayer’s 1998 return.
Under present law, interest is only payable by the taxpayer on the understatement for the 18-
month period beginning with the due date of the 1998 return and ending September 15, 2000.14
The taxpayer also fails to claim an alowable deduction on his 1999 return. The taxpayer
discoversthis error and files an amended return on September 30, 2002. The IRS refunds the
overpayment within 45 days. Thusinterest is alowable on the overpayment from April 15, 2000
until September 30, 2002.

In this example, the zero net interest rate only applies for the period interest is allowable
on the overpayment and payable on the underpayment, from April 15, 2000, through September
15, 2000. Interest will continue to be alowable on the overpayment after September 15, 2000.
Were the zero net interest to apply to the entire period the underpayment and overpayment are
outstanding would mean that this taxpayer would be subject to an interest cost through the loss
of the interest that would otherwise be allowable on the overpayment for a period that is not

143 The 18-month rule was added by section 3305 of the IRS Reform Act, effective for
periods beginning after December 31, 1998. The 18-month period is reduced to 12 months,
effective for periods beginning after 2003.

98-



supposed to be subject to an interest cost because of the IRS' failure to assess the taxpayer’s
liability in atimely manner.

Related taxpayers

The zero net interest rate only applies where interest is payable by and allowable to the
same taxpayer. The zero net interest rate does not apply where interest is payable by one
taxpayer and allowable to arelated taxpayer. However, if the related taxpayersjoinedin a
consolidated return for the underpayment and overpayment years, they are presumably treated as
asingle taxpayer and may apply the zero net interest rate.

Certain taxpayers are prevented by the Code from joining in a consolidated return even
though one taxpayer is the wholly owned subsidiary of the other. These taxpayers are prevented
from using the net zero interest rate with respect to their underpayments and overpayments.
Where the underpayment and overpayment are not related, this result may be appropriate.

However, many adjustments to the taxable income of one taxpayer (such as adjustments
under section 482) will result in a correlation adjustment to the taxable income of the related
taxpayer. Because interest netting is not available, the interest rate differential on the
underpayment and overpayment may be greater than the net increase in taxes.

For example, awholly owned foreign sales corporation (FSC) is prohibited from joining
in aconsolidated return with its parent. A United States parent will typically transfer property
that will be exported to its FSC at one price, and the FSC will sell the property to the foreign
purchaser at ahigher price. The FSC is allowed to exclude a portion (15/23)* of its net income
from Federal income tax, creating an incentive for the transfer from the parent to the FSC to take
place at aslow aprice as possible. If the IRS successfully challenges the transfer price astax law,
the parent will be required to increase itsincome and a correl ative adjustment will be made to the
FSC decreasing itsincome by the same amount. Thiswill generally result in an underpayment
by the parent and an overpayment arising from the same adjustment. Interest payable on the
underpayment may be accrued at arate as high as short-term AFR plus 5 percentage points,
while the interest on the overpayment is allowable at arate aslow as short-term AFR plus one-
half percentage point.

Recommendation

144 Section 923(a)(3) providesthat if the income of the FSC is determined with regard to
administrative pricing rules, 16/23 of such incomeis considered foreign source. Section 291(a)(4)
reduces this amount to 15/23 if 100 percent of the stock of the FSC is held by C corporations for
the entire taxable year.
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The Joint Committee staff recommendations to provide asingle interest rate applicable to
the overpayments and underpayments of all taxpayers, and to exclude overpayment interest paid
to an individual from income, are incorporated in the Recommendations of General Applicability
discussed in the previous section.

Analysis

The changes included in the Recommendations of General Applicability would, on a
prospective basis, provide a better mechanism for achieving equivalent net interest rates for al
taxpayers than the net zero interest rate approach of present law. Use of asingle statutory rates
resultsin the same effect as a net zero interest rate without the requirement of specia
calculations. For individuals, the exclusion of overpayment interest from income parallels the
nondeductible treatment of underpayment interest and allows an equivalent after-tax effective
interest rate to apply. Finaly, the use of asingle statutory rate allows an equivalent effective
interest rate to apply to adjustments that result in overpayments and underpayments occurring in
different years, or with respect to different taxpayers.

4. Determination of interest during disputes between taxpayersand the IRS

Background and Present L aw

Generally, interest on underpayments and overpayments continues to accrue during the
period that ataxpayer and the IRS dispute aliability. The accrual of interest on an underpayment
issuspended if the IRS fails to notify an individual taxpayer in atimely manner,™ but interest
will begin to accrue once the taxpayer is properly notified. No similar suspension is available for
other taxpayers.

Taxpayers that, for whatever reason, are not able promptly to resolve their disputes with
the IRS face limited choices. The taxpayer can continue to dispute the amount owed and risk
paying a significant amount of interest, it can pay the disputed amount and claim arefund, or it
can make adeposit in the nature of a bond.

If the taxpayer continues to dispute the amount and ultimately loses, it will be required to
pay interest on the underpayment from the original due date of the return until the date of
payment. Depending on the period of time it takes to resolve the dispute, and the interest rates
applicable to the period of underpayment, this may result in asignificant interest charge.
Particularly where the final determination of the taxpayer’s liability is dependent on the
resolution of a dispute between the IRS and other parties, asis the casein TEFRA partnership
proceedings, the underpayment period during which interest accrues may be substantial.

15 Sec. 6404(9).
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In order to avoid the accrual of underpayment interest, the taxpayer may choose to pay
the disputed amount and immediately file aclaim for refund. Payment of the disputed amount
will prevent further interest from accruing if the taxpayer loses (since there is no longer any
underpayment) and the taxpayer will earn interest on the resultant overpayment if it wins.
However, the taxpayer will generally lose access to the Tax Court if it followsthis alternative.
The taxpayer may, however, sue the IRS for the refund in either the U.S. District Court or the
U.S. Court of Federal Claims. Amounts paid generally cannot be recovered by the taxpayer on
demand, but must await final determination of the taxpayer’ sliability. Even if an overpayment is
ultimately determined, overpaid amounts may not be refunded if they are eligible to be offset
against other liabilities of the taxpayer.#

The third option available to the taxpayer isto make a deposit in the nature of a cash
bond. A deposit in the nature of a cash bond will stop the running of interest on an amount of
underpayment equal to the deposit, but the deposit does not itself earn interest. A deposit in the
nature of acash bond is not a payment of tax and is not subject to aclaim for credit or refund. A
deposit in the nature of a cash bond may be made for all or part of the disputed liability and may
be recovered by the taxpayer prior to afinal determination. However, if the taxpayer recoversthe
deposit prior to final determination and adeficiency islater determined, the taxpayer will not
receive credit for the period in which the funds were held as a deposit. The procedures for
making a deposits in the nature of a cash bond are provided in Rev. Proc. 84-58.1%

Recommendation

The Joint Committee staff recommends that taxpayers be allowed to deposit amountsin a
“dispute reserve account,” a special interest-bearing account within the U.S. Treasury. A dispute
reserve account could be established for any type of tax that is due for any period. The account
could be established on the due date of the tax or at any time thereafter.

Any portion of the balance in a dispute reserve account would be eligible to be designated
as a payment of the tax for which the account was established. 1f an amount from the account is
designated as a payment of tax, it istreated as a payment of the tax as of the date it was originally
deposited in the dispute reserve account for the purpose of determining the amount of
underpayment interest owed by the taxpayer.

146 The amount of any overpayment, including interest thereon, may be credited against
any other internal revenue tax liability of the taxpayer (sec. 6402(a)). In addition, the
overpayment and any overpayment interest may be used to offset past due support payments
(sec. 6402(c)), debts owed to other Federal agencies (sec. 6402(d)), and past due, legally
enforceable State income tax obligations of residents of the same State (sec. 6402(¢)).

1471984-2 C.B. 501.
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Amounts from a dispute reserve account would be treated as payments of tax as of their
original deposit date only for the purpose of determining the amount of underpayment interest
owed by the taxpayer. An amount from a dispute reserve account will not be considered as a
payment of tax for the purpose of determining the amount of any penalty until it is actually
designated as a payment of tax. Amounts from a dispute reserve account could not be used to
create or increase any overpayment of tax.

Deposits to dispute reserve accounts would be limited to amounts that the taxpayer
indicates are the subject of a potential dispute.’*® Amounts shown on anotice of deficiency, plus
potential penalties and interest determined as of the date of the deficiency, would automatically
be considered the subject of apotential dispute. In addition, the taxpayer could designate
additional amounts be the subject of apotential disputeif it discloses the items of potential
dispute and the calculation of the amount to be deposited.**

Any balance in a dispute reserve account could be withdrawn by the taxpayer upon the
giving of noticeto the IRS. The IRSwould be required to pay the withdrawal within 45 days.**
If funds are withdrawn from a dispute reserve account, interest would be paid to the taxpayer at a
rate equal to the short-term AFR.*! Since the taxpayer is compensated for the use of its money
by the payment of interest for the period of time the withdrawn amounts were on deposit in the
account, withdrawn amounts are not eligible to be designated as payments of tax for any period
that they were on deposit in the dispute reserve account.

148 For this purpose, an amount is the subject of a potential dispute only to the extent that
thereis substantial authority for the position taken on the tax return. Dispute reserve accounts
may not be used in connection with fraudulent or unsupportable positionsin any tax return.

1% The taxpayer would be required to disclose the item or items of potential dispute,
describe the approach or approaches taken in the return, and describe the alternative approach or
approaches that (if applied) could result in an underpayment at least equal to the amount to be
deposited in the dispute reserve account. It would not be the responsibility of the taxpayer to
describe all possible treatments of the items potentially in dispute.

%0 The amount of the withdrawal would be treated as withdrawn on the date requested by
the taxpayer. The Treasury would have 45 daysto pay the withdrawal without incurring
additional interest. If the Treasury failed to pay the withdrawal within the 45-day grace period, it
would owe interest on the designated amount from the date of designation at the overpayment
rate. Thisinterest would be owed whether or not the taxpayer elected to make the withdrawal
with interest.

51 The short-term AFR rate would apply to all distributions from a dispute reserve fund.
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Example 1.--A calendar year corporate taxpayer based in the First Circuit filesits 1999
income tax return on March 15, 2000. In that return it takes a position with regard to an
item that is consistent with adecision in a case decided in the Second Circuit. Later, a
decision isentered in acase in the Third Circuit that is contrary to the Second Circuit
decision the taxpayer was relying on.

In order to limit additional interest charges should the IRS ultimately prevail on the
disputed issue, the taxpayer deposits $100,000 in a dispute reserve account for its 1999
income tax return on May 15, 2001. In support of the deposit, the taxpayer discloses the
item of potential dispute, describes the approach taken in the return, and describes the
aternative approach that would result if the decision in the Third Circuit wereto apply.

On July 31, 2002 the IRS and the taxpayer agree on an adjustment to the taxpayer’s 1999
income tax return resulting in an underpayment of $150,000 and enter into aclosing
agreement. At that time, the taxpayer designates the balance in the dispute reserve
account as a payment of tax.

For the purpose of determining the amount of underpayment interest owed by the
taxpayer with regard to the 1999 income tax return, the balance in the dispute reserve
account ($100,000) is treated as payment of 1999 income taxes effective May 15, 2001
(the original date of the deposit). Underpayment interest would be owed on $150,000 for
the period from the original due date of the return (March 15, 2000) to the date the
moneys were deposited in the dispute reserve account (May 15, 2001). Underpayment
interest would also be owed on $50,000 from May 15, 2001, until paid.

Example 2.--Assume the same facts asin Example 1, except the taxpayer deposits
$200,000 on May 15, 2001. In this case, the taxpayer would owe interest on the $150,000
underpayment from March 15, 2000, until May 15, 2001. The remaining $50,000 in the
account would be refunded to the taxpayer, along with interest from the date it was
deposited at the short-term AFR.

Interest paid on amounts withdrawn from the a dispute resol ution account would be

includible in the income of the taxpayer. Depositsin adispute resolution account are not eligible
to be used to create on increase an overpayment and withdrawn amounts never become
payments of tax. Thus, the recommendation that excludes overpayment interest received by an
individual from tax would not apply.

A dispute reserve account may not be maintained beyond the period for which an

underpayment of tax may be determined for the year the account was established. It is expected
that procedures would be established for the automatic withdrawal of any balancesremainingin a
dispute reserve account when the statute of limitations on additional assessments of tax expires.
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Analysis

The dispute reserve account would allow taxpayers to better manage their exposure to
underpayment interest without requiring them to surrender access to their funds or requiring
them to make a potentially indefinite-term investment in a non-interest bearing account. The
dispute reserve account would also allow taxpayersto preserve accessto the Tax Court.
Taxpayers that might otherwise feel compelled to resolve their tax liabilities in a disadvantageous
manner to prevent the potential accrual of additional underpayment interest would be better able
to pursue to resolution their disputes with the IRS.

The availability of the dispute reserve account could also encourage more complete
disclosure of issuesin ataxpayer’ sreturn. Deposits to adispute reserve account are limited to
amounts the taxpayer indicates are the subject of a potential dispute. These potential disputes
must be disclosed in order to use the dispute reserve account.

The interest rate on dispute reserve accounts would be set at arate that can provide
reasonable compensation to the taxpayer for the use of its money, but should not encourage the
use of dispute reserve accounts as an alternative to investment in other short-term instruments.

5. Federal incometax treatment of under payment and over payment inter est

Background and Present L aw

Under payment inter est

No specific rules are provided by the Code for the Federal income tax treatment of
underpayment interest. Thus, underpayment interest is treated in the same manner as other
interest expenditures. |If other interest would be currently deductible, the interest on an
underpayment is generally deductible aswell. If the current deduction of other interest would not
be allowed, whether as aresult of capitalization or disallowance, then the interest on an
underpayment will similarly not be alowed.

The time that underpayment interest is taken into account depends upon the taxpayer’s
method of accounting. If the taxpayer uses the cash method of accounting, underpayment
interest is taken into account when paid. If the taxpayer uses the accrual method of accounting,
underpayment interest is taken into account when the amount of the underpayment interest
becomes fixed and determinable.*>

152 Economic performance is also required and occurs as the interest accrues. Payment is
not required for the economic performance of interest. (See Treas. Reg. sec. 1.461-4(e).)
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A corporate taxpayer is generaly allowed to deduct itsinterest expense currently under
section 163 as an ordinary and necessary business expense. However, current deduction is not
assured. Underpayment interest is combined with other unallocated interest expenditures of the
taxpayer. If current deduction is not allowed with regard to some portion of the taxpayer’s
unallocated interest expenditures, as may be the caseif interest must be capitalized under section
263A or disallowed as a cost of earning tax exempt income under section 265, some portion of
the underpayment interest will be nondeductible as well.

Noncorporate taxpayers, including individuals, generally are not allowed to deduct
interest on the underpayment of Federal income taxes. Section 163(h) of the Code prohibits the
deduction of personal interest by taxpayers other than corporations. Temporary regulations
provide that personal interest includes interest paid on underpayments of Federal income tax,
regardless of the source of the income generating the tax liability.**® Thisis consistent with the
statement in the General Explanation of the Tax Reform Act of 1986 that “(p)ersonal interest also
includes interest on underpayments of individual Federal, State, or local income taxes
notwithstanding that all or a portion of the income may have arisen in atrade or business,
because such taxes are not considered derived from conduct of atrade or business.”** The
validity of the temporary regulation has been upheld in those Circuits that have considered the
issue, including the Fourth,™ Sixth,** Eighth,™” and Ninth Circuits.®

Over payment inter est

No specific rules are provided by the Code for the Federal income tax treatment of
overpayment interest. Thus, overpayment interest is treated in the same manner as any other
interest that is received by the taxpayer and isincludible in income under section 61(a)(4).

Cash basis taxpayers are required to report overpayment interest asincome in the period
theinterest isreceived. Accrual basistaxpayers are required to report overpayment interest as
income when al eventsfixing the right to the receipt of the overpayment interest have occurred

1% Treas. Reg. sec. 1.163-9T(b)(2).

1% Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986
(JCS-10-87), at 66.

% Allenv. U.S, 173 F.3d 533 (1999).

1% McDonnell v. U.S,, 1999 U.S. App. LEXIS 10842 (1999).

7 Miller v. U.S,, 65 F.3d 687 (1995).

158 Redlark v. U.S,, 141 F.3d 936 (1998).
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and the amount can be estimated with reasonable accuracy.®™® Generally, this occurs on the date
the appropriate IRS official signs the pertinent schedule of overassessments.’®

Recommendations

The Joint Committee staff recommendations for changesin this area are incorporated in
the Recommendations of General Applicability discussed in the previous section. Included in
those recommendationsisa proposal to make overpayment interest paid to individual taxpayers
excludable from income, effective for amounts paid in calendar years beginning after the date of
enactment.

6. Useof interest ratesin other Code sections

Background and Present L aw

In general

Generally, taxpayers are required to determine their income tax liability as of the due date
of their return. Asnoted elsewhere in this document, interest istypically calculated on any
underpayment or overpayment from the original due date of the return and ataxpayer may be
subject to failure to pay and other penaltiesif sufficient payments of tax are not made by the due
date, aswell asafailureto file penalty if the returnisnot filed in atimely manner.

If ataxpayer files an amended return in order to correct its tax liability, overpayment or
underpayment interest istypically calculated from the original due date of the return being
amended. Severa Code sections allow taxpayers to redetermine their tax liability based on facts
determined after the filing date of the return without requiring an amended return to be filed.
These provisions typically require interest to be paid by the taxpayer on any additional tax at the
underpayment rate. Some provisions also allow interest to be received by the taxpayer.

L ookback provisions

In general.--In some cases, proper matching of income and expense involves the use of
estimates of either (1) future revenues to be derived from a transaction (or series of related
transactions) or (2) future costs to be incurred but which costs were necessary to generate an item
of current income. Estimates, by their very nature, can be (and often are) inexact. Asaresult,
tax rules have been adopted, generically referred to as “lookback” rules, that apply (1) to the
recognition of income from “long-term contracts’ or (2) to compute the amount of allowable

™ Treas. Reg. sec. 1.451-1(a).
1% Rev. Rul. 62-160, 1962-2 C.B. 451.
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depreciation deduction allocable to certain future streams of forecasted income (i.e., the “income
forecast method”). The income forecast method initially uses estimates to determine income, but
later compensates for inaccuracies in the estimates through interest payments to or from the IRS
and the taxpayer if the actual facts develop that are different than the estimated facts.

Income from long-term contracts.--Taxpayers engaged in the production of property
under along-term contract generally must compute income from the contract under the
percentage of completion method. Under the percentage of completion method, ataxpayer must
include in gross income for any taxable year an amount that is based on the product of (1) the
gross contract price and (2) the percentage of the contract completed as of the end of the year.
The percentage of the contract completed as of the end of the year is determined by comparing
costsincurred with respect to the contract as of the end of the year with estimated total contract
costs.

Because the percentage of completion method relies upon estimated, rather than actual,
contract price and costs to determine gross income for any taxable year, a“look-back method” is
applied in the year a contract is completed in order to compensate the taxpayer (or the Treasury
Department) for the acceleration (or deferral) of taxes paid over the contract term. Thefirst step
of the look-back method isto reapply the percentage of completion method using actual contract
price and costs rather than estimated contract price and costs. The second step generally requires
the taxpayer to recompute its tax liability for each year of the contract using grossincome as
reallocated under the look-back method. If thereis any difference between the recomputed tax
liability and the tax liability as previously determined for ayear, such differenceistreated asa
hypothetical underpayment or overpayment of tax to which the taxpayer applies arate of interest
equal to the overpayment rate, compounded daily.’®* The taxpayer receives (or pays) interest if
the net amount of interest applicable to hypothetical overpayments exceeds (or isless than) the
amount of interest applicable to hypothetical underpayments.

The look-back method must be reapplied for any item of income or cost that is properly
taken into account after the completion of the contract. The look-back method does not apply to
any contract that is completed within two taxable years of the contract commencement date if the
gross contract price does not exceed the lesser of (1) $1 million or (2) 1 percent of the average
gross receipts of the taxpayer for the preceding three taxable years. In addition, asimplified
look-back method is available to certain pass-through entities and, pursuant to Treasury
regulations, to certain other taxpayers. Under the simplified look-back method, the hypothetical
underpayment or overpayment of tax for a contract year generally is determined by applying the
highest rate of tax applicable to such taxpayer to the change in gross income as recomputed

181 The overpayment rate equals the applicable Federal short-term rate plus two
percentage points. Thisrate is adjusted quarterly by the IRS. Thus, in applying the look-back
method for a contract year, ataxpayer may be required to use five different interest rates.
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under the look-back method. For purposes of the look-back method, only one rate of interest
appliesfor each accrual period. An accrual period with respect to ataxable year begins on the day
after the return due date (determined without regard to extensions) for the taxable year and ends
on such return due date for the following taxable year. The applicable rate of interest isthe
overpayment rate in effect for the calendar quarter in which the accrual period begins.

Taxpayers may elect not to apply the look-back method with respect to along-term
contract if for each prior contract year, the cumulative taxable income (or loss) under the contract
as determined using estimated contract price and costsiswithin 10 percent of the cumulative
taxable income (or loss) as determined using actual contract price and costs. Thus, under the
election, upon completion of along-term contract, a taxpayer would be required to apply the first
step of the look-back method (the reall ocation of gross income using actual, rather than
estimated, contract price and costs), but is not required to apply the additional steps of the
look-back method if the application of the first step resulted in de minimis changes to the amount
of income previously taken into account for each prior contract year. The election appliesto all
long-term contracts completed during the taxable year for which the election is made and to all
long-term contracts completed during subsequent taxable years, unless the election is revoked
with the consent of the Secretary of the Treasury.

In addition, taxpayers may elect to not reapply the look-back method with respect to a
contract if, as of the close of any taxable year after the year the contract is completed, the
cumulative taxable income (or loss) under the contract iswithin 10 percent of the cumulative
look-back income (or loss) as of the close of the most recent year in which the look-back method
was applied (or would have applied but for the other de minimis exception described above). In
applying this rule, amounts that are taken into account after completion of the contract are not
discounted. Thus, an electing taxpayer need not apply or reapply the look-back method if
amounts that are taken into account after the completion of the contract are de minimis. The
election appliesto al long-term contracts completed during the taxable year for which the
election is made and to all long-term contracts completed during subsequent taxable years, unless
the election is revoked with the consent of the Secretary of the Treasury.

Income forecast method of computing depreciation.--As stated above, ataxpayer
generally must capitalize the cost of property used in atrade or business and recover such cost
over time through allowances for depreciation or amortization. The cost of afilm, video tape, or
similar property that is produced by the taxpayer or is acquired on a"stand-alone" basis by the
taxpayer may not be recovered pursuant to either the general depreciation provisions of section
168 or the intangible amortization provisions of section 197. The cost of such property may be
depreciated under the "income forecast” method. The income forecast method also has been
held to be applicable for computing depreciation deductions for television shows, books, patents,
master sound recordings and video games.
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Under the income forecast method, the depreciation deduction for ataxable year for a
property is determined by multiplying the cost of the property (less estimated salvage value) by a
fraction, the numerator of which isthe income generated by the property during the year and the
denominator of which isthe total forecasted or estimated income to be derived from the property
during itsuseful life. The total forecasted or estimated income to be derived from a property isto
be based on the conditions known to exist at the end of the period for which depreciation is
claimed. This estimate can be revised upward or downward at the end of a subsequent taxable
period based on additional information that becomes available after the last prior estimate. These
revisions, however, do not affect the amount of depreciation claimed in a prior taxable year.

Taxpayers that claim depreciation deductions under the income forecast method are
required to pay (or would receive) interest based on the recal culation of deprecation under a
"look-back" method. The "look-back" method is applied in any "recomputation year" by: (1)
comparing depreciation deductions that had been claimed in prior periods to depreciation
deductions that would have been claimed had the taxpayer used actual, rather than estimated,
total income from the property; (2) determining the hypothetical overpayment or underpayment
of tax based on this recal culated depreciation; and (3) applying the overpayment rate of section
6621. Except as provided in Treasury regulations, a"recomputation year" is the third through
and tenth taxable year after the taxable year the property was placed in service unless the actual
income from the property for each taxable year ending with or before the close of such years was
within 10 percent of the estimated income from the property for such years. The Treasury
Secretary has the authority to alow ataxpayer to delay the initial application of the look-back
method where the taxpayer may be expected to have significant income from the property after
the third taxable year after the taxable year the property was placed in service (e.q., the Treasury
Secretary may exercise such authority where the depreciable life of the property is expected to be
longer than three years). 1n applying the look-back method, any cost that is taken into account
after the property was placed in service may be taken into account by discounting (using the
Federal mid-term rate determined under section 1274(d) as of the time the costs were taken into
account) such cost to its value as of the date the property was placed in service. Property with an
adjusted basis of $100,000 or less when the property was placed in service is not subject to the
look-back method.

Foreign tax provisions

Severa provisions applicable to the determination of the Federal income tax liability of
foreign corporations include the interest effects of redetermined taxes. These provisionsinclude
the redetermination of cost sharing payments,'® reasonabl e cause failures to make distributions
to meet DISC qualification requirements,’®® the cal culation of the deferred tax amount of a

182 Sec, 936(h)(5).
18 Sec, 992(0)(2).
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passive foreign investment company,*® and the el ective deferral of tax on current inclusion of
undistributed income by qualified electing funds.*®®

Recommendations

The Joint Committee staff has recommended changes that would provide a single interest
rate applicable to the underpayment and overpayment of tax by all taxpayers. This
recommendation is discussed as part of the Recommendations of General Applicability discussed
in the previous section of this document. The Joint Committee staff recommends that the change
to the single interest rate also apply to those Code sections that reference the underpayment or
overpayment rate under present law.

Analysis

The Code sections that include the underpayment or overpayment rates by reference are
intended to allow taxpayers to redetermine their tax liability based on facts determined after the
filing date of the return without requiring an amended return to befiled. These sections charge or
allow interest in order to achieve aresult equivalent to the result that could be achieved by filing
an amended return, without imposing the burdens associated with the amended return process. It
istherefore appropriate that the same interest rate apply under these sections as would apply if an
amended return werefiled.

164 Sec. 1291(c)(2)(B).
1% Treas. Reg. sec. 1.1294-1T(b)(1).
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C. Failureto Pay Estimated Tax Penalties
1. Background and present law

The Federal income tax system is designed to ensure that taxpayers pay taxes throughout
the year based on their income earned and expenses. To the extent that tax is not collected
through withholding, taxpayers are required to make quarterly estimated payments of tax. The
task of calculating estimated tax becomes more complex as projected income throughout the
year becomes less determinable, asit might be for ataxpayer engaged in abusiness. The
estimated tax payment rules generally alow taxpayers to calculate estimated tax based on their
prior year'stax liability or their current year’s liability.*®

a. Individuals

Estimated tax-individuals

Prior to 1994, individuals were required to make timely estimated tax payments at least
equal to (1) 90 percent of the tax shown on the return for the current year or (2) 100 percent of
the tax shown on the return for the prior year.’®” In addition, for taxable years beginning after
1991 and before 1997, a special rule denied the second prong of the safe harbor, 100 percent of
last year’ stax liability,” to ataxpayer who (1) had modified adjusted grossincome (AGI) in the
current year that exceeded the taxpayer’s AGI in the preceding year by more than $40,000
($20,000 in the case of a married taxpayer filing a separate return) and (2) had amodified AGI in
excess of $75,000 in the pertinent current year ($37,500 in the case of amarried taxpayer filing a
separate return).®

The Congress believed that the application of the specia rule denying the “ 100 percent of
last year’ stax liability” safe harbor was unduly burdensome. Thus, to provide simplification in
the calculation of estimated taxes for individuals, the special rule was replaced with a permanent
safe harbor that appliesto individuals with a prior year AGI above a certain threshold.’® For tax
years beginning after December 31, 1993, individuals must make four estimated tax payments
egual to at least 25 percent of the lesser of (1) 90 percent of the tax shown on the current year’s

1% The prior year' s tax safe harbor does not apply to large corporations, which are
corporations with taxable income of $1 million or more during any of the three taxable years
immediately preceding the taxable year involved.

187 H Rept. 103-213, at 593 (1993).
188 |,
19 p| . 103-66 (Aug. 10, 1993).
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return or (2) 100 percent of last year’ stax; however, if anindividual taxpayer’s adjusted gross
income shown on the return for the prior taxable year exceeds $150,000, then the “100 percent of
last year' stax liability” safe harbor is replaced by a* 110 percent of last year’ sliability” safe
harbor. The*100 percent of last year’ stax liability” safe harbor does not apply if (1) the prior
year was ataxable year of lessthan 12 months or (2) if theindividual did not file areturn for the
prior year.t

The Taxpayer Relief Act of 1997 established new safe-harbor percentages for taxpayers
with an adjusted gross income over $150,000. Regarding any installment payment for taxable
years beginning before January 1, 2000, the “ 110 percent of last year’ stax liability” safe harbor is
replaced by 105 percent if the prior taxable year beginsin 1998, 1999, and 2000, and 112 percent
if the prior taxable year beginsin 2001. The 110 percent safe harbor resumes when the prior
taxable year beginsin 2002 or thereafter.!? These safe-harbor percentages were again amended
in 1998 for any installment payment for tax years beginning after December 31, 1999, by the Tax
and Trade Relief Extension Act of 1998, which changed the percentage from 105 to 106 if the
prior taxable year beginsin 1999 or 2000.12

Generaly, for calendar-year taxpayers, installments must be paid on or before April 15,
June 15, September 15, and January 15 of the next taxable year.1” If the payment due date falls
on a Saturday, Sunday, or holiday, then the payment will be timely if made on the next day
which is not a Saturday, Sunday, or holiday.*™

A taxpayer who receives income unevenly throughout the taxable year may reduce their
required estimated tax installments if the taxpayer’ s annualized income installment is less than
the installment otherwise payable under the rules. An annualized installment is the excess of (1)
an amount equal to the applicable percentage of the tax for the year calculated by placing on an
annualized basis the taxable income, alternative minimum taxable income, and adjusted self-

170 Id
7L p| . 105-34 (Aug. 5, 1997).
122 p| . 105-277 (Oct. 21, 1998).

17 Sec. 6654(c)(2). If, on or before January 31 of the following taxable year, the taxpayer
filesareturn for the taxable year and paysin full the amount computed on the return as payable,
then no addition to tax isimposed with respect to any underpayment of the fourth required
installment for the taxable year. Sec. 6654(h).

1 Sec. 7503.
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employment income for monthsin the taxable year ending before the due date of the installment,
over (2) the aggregate amount of any prior required installments for the taxable year.*™

The estimated tax rules provide that farmers and fisherman are required to pay only one
installment of tax for any taxable year.'® The due date of such installment is January 15 of the
following taxable year, and the amount of the installment is equal to 66-2/3 percent of the tax
shown on the return for the taxable year.'”” A taxpayer who qualifies under this rule may skip the
January 15 estimated payment of 66-2/3 percent of the tax and, instead, pay the entire tax on or
before March 1 of the following taxable year.!”® Nonresident aliens are required to pay estimated
tax in three installments, June 15, September 15, and January 15 of the following year.'”® In such
case, anonresident alien’ s June 15 installment must be equal to 50 percent of the required annual
payment.'®

Failureto pay estimated tax-individuals

If anindividual failsto make the required estimated tax payments under these rules, a
penalty isimposed under section 6654. The amount of the penalty is determined by applying the
underpayment interest rate to the amount of the underpayment for the period of the
underpayment.’® The amount of the underpayment is the excess of the required payment over
the amount (if any) of theinstallment paid on or before the due date of the installment.’® The
period of the underpayment runs from the due date of the installment to the earlier of (1) the 15"
day of the fourth month following the close of the taxable year, or (2) the date on which each

1% The applicable percentages are: installment 1, 22.5 percent; installment 2, 45 percent;
installment 3, 67.5 percent, and installment 4, 90 percent. Sec. 6654(d)(2)(C)(ii).

%6 Sec. 6654(i)(1)(A). Anindividua isafarmer or fisherman if theindividua’s gross
income from farming or fishing (including oyster farming) for the current taxable year and prior
taxable year is at least 66 2/3 percent of the total grossincome from all sourcesin such taxable
years. Sec. 6654(i)(2).

177 Sec. 6654(i)(1).

178 Sec. 6654(i)(1)(D)(i)-
1™ Sec. 6654().

1 Sec. 6654()(3).

181 Sec. 6654(a).

182 Sec. 6654(b)(1).
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portion of any underpayment is made.®® A payment of estimated tax is credited against unpaid
required installments in the order in which such installments are required to be paid.’®*

Example 1.--Assume a calendar-year taxpayer is required to pay estimated tax of $10,000
during 1999. Under section 6654, the taxpayer should pay $2,500 estimated tax per quarter.
However, the taxpayer only paid atotal of $8,000: $1,500 on April 15, 1998, $1,500 on June 15,
1998, $4,500 on September 15, 1998, and $500 on January 15, 1999. The taxpayer’s $1,000
underpayment on the first installment runs from April 15, 1998, to June 15, 1998, the date when
the underpayment is satisfied by the first $1,000 of the June 15, 1998, payment. The $500
balance of the June payment is applied as the second installment, leaving a $2,000 underpayment.
The taxpayer’ s $2,000 underpayment on the second installment runs from June 15, 1998, to
September 15, 1998, the date when the underpayment is satisfied by the first $2,000 of the
September, 15, 1998, payment. The $2,500 balance of the September payment is applied to the
third installment in full. The January 15, 1999, payment of $500 |eft a remaining underpayment
of $2,000 which ran until the earlier of the dateiswas paid or April 15, 1999. Assuming it was
not paid until April 15, 1999, then it ran until April 15, 1999.

The underpayment rate under section 6621(a)(2) is AFR plus 3 percentage points, which
isthe average market yield on outstanding marketabl e obligations of the United States with
remaining periods of 3 yearsor less.

There are exceptions to the penalty for failure to pay estimated tax. First, thereisno
penalty if the tax shown on the return for the taxable year (or, if no returnisfiled, the tax),
reduced by federal income tax withholding, islessthan $1,000."* Second, the penalty does not
apply when thereis no tax liability for the prior taxable year, provided that the prior year was a
taxable year of 12 months, the individual had no liability for tax for such year, and the individual
was a citizen or resident of the United States throughout the prior taxable year.1%®

The estimated tax rules also provide for awaiver of the penalty in certain cases. To the
extent the Secretary determines that ataxpayer suffered a casualty (e.q., afire which destroys the
taxpayer’s books and records), disaster, or other unusual circumstance where imposition of the
penalty would be against equity and good conscience, then the penalty will not apply.*®

18 Sec. 6654(b)(2).
18 Sec. 6654(b)(3).
185 Sec. 6654(€)(1).
18 Sec. 6654(€)(2).
187 Sec. 6654(€)(3)(A).
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Furthermore, there is no penalty if an underpayment is due to reasonable cause and not willful
neglect when the Secretary determines that the taxpayer (1) retired after attaining age 62 or (2)
became disabled in the current or prior taxable year.’® There are no other reasonable cause
exceptions.’®

Changesin the Federal tax laws have frequently provided relief from the penalty for
failure to pay estimated tax where tax increases have been caused by such changesin the law.
For example, section 1 of the Taxpayer Relief Act of 1997 provides that “[n]o addition to tax
shall be made under section 6654 or 6655 of the Internal Revenue Code of 1986 for any period
before January 1, 1998, for any payment the due date of which is before January 16, 1998, with
respect to any underpayment attributable to such period to the extent such underpayment was
created or increased by any provision of this Act.”'®

Generally, estates and trusts are subject to the same rules and penalties for failure to pay
estimated tax that apply to individuals under section 6654.** For any taxable year ending before
the date two years after the date of decedent’ s death, the estimated tax rules and penalties do not
apply to (1) the estate of such decedent, or (2) any trust all of which was treated as owned by the
decedent and to which the residue of the decedent’ s estate will pass (or is primarily responsible
for paying debts, taxes, and administration expenses).1*

b. Corporations

Estimated tax-cor por ations

Prior to 1994, corporations were required to make estimated tax payments of at least 25
percent of the lesser of (1) 100 percent of the tax shown on the prior year’ sreturn or (2) for

18 Sec. 6654(6)(3)(B).

8 |n the case of an individual serving in the Armed Forces of the United Statesin an area
designated as a“combat zone” during the period of combatant activities, the period of time for
performance of various acts under the Code are suspended. The suspension of time
encompasses the period of servicein the combat zone during the period of combatant activitiesin
the zone, aswell as (1) continuous qualified hospitalization resulting from injury received in the
combat zone or (2) timein missing in action status, plus the next 180 days. Estimated tax is
included in the acts that are suspended under the Code. Sec. 7508.

% H.R. 2014, 105" Cong., sec. 1(d) (1997).
199 Sec, 6654(1)(1).
192 Sec, 6654(1)(2).
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taxable years beginning after June 30, 1992, and before 1997, 97 percent of the tax shown on the
current year’ s return.

The “97 percent of current year’ stax” safe harbor was scheduled to become a* 91 percent
of current year’ stax” safe harbor, beginning after 1996.2 The Omnibus Budget Reconciliation
Act of 1993, however, amended the provision. For taxable years beginning after December 31,
1993, acorporation is required to make four estimated tax payments of at least 25 percent of the
lesser of (1) 100 percent of the tax shown on the prior year’s return or (2) 100 percent of the tax
shown onitsreturn for the current taxable year.’* The “100 percent of prior year's tax liability”
safe harbor does not apply (1) if the prior year was ataxable year of lessthan 12 months, (2) if
the corporation did not file atax return for the prior year showing atax liability,’*® or (3) to large
corporations, which are corporations with taxable income of $1 million or more during any of the
3 taxable yearsimmediately preceding the taxable year involved.*® These corporations must
make estimated payments of 100 percent of the tax shown on their current year’ sreturn.”’ Large
corporations may, however, use the prior year’ stax as the basis for calculating their first
installment.’® Any reduction in the first installment must be recaptured by increasing the amount
of the second required installment.’® For calendar-year taxpayers, installments must be paid on
or before April 15, June 15, September 15, and December 15 of the current taxable year.?® If the
payment due date falls on a Saturday, Sunday, or holiday, then the payment will be timely if
made on the next day which is not a Saturday, Sunday, or holiday.®

A corporate taxpayer that receives income unevenly throughout the taxable year may
reduce its required estimated tax installment. If acorporation establishes that its “annualized
income installment” or its “ adjusted seasonal installment” is less than the 25-percent payment
amount, then the amount of the required installment shall be the annualized income installment

1% H.Rept. 103-213, at 618-19 (1993).

1% H.R. 2264, 103" Cong., sec. 13225 (1993).
1% Sec. 6655(d)(1).

1% Sec. 6655(d)(2), (9)(2).

197 Sec. 6655(d)(2)(A).

1% Sec. 6655(d)(2)(B).

0 1d.

20 Sec, 6655(C)(2).

21 Sec, 7503.
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or, if less, the adjusted seasonal installment.?? Any reduction in an installment resulting from this
rule must be recaptured by increasing the amount of the next required installment by the amount
of such reduction, and by increasing subsequent required installments to the extent that the
reduction has not previously been recaptured.®®

Failureto pay estimated tax-cor por ations

If a corporation fails to make the required estimated tax payments under the rules, then a
penalty isimposed under section 6655. The amount of the penalty is determined by applying the
underpayment interest rate to the amount of the underpayment for the period of the
underpayment.? The amount of the underpayment is the excess of the required payment over
the amount (if any) of theinstallment paid on or before the due date of the installment.*® The
period of the underpayment runs from the due date of the installment to the earlier of (1) the 15"
day of the third month following the close of the taxable year, or (2) the date on which each
portion of any underpayment is made.?® A payment of estimated tax is credited against unpaid
required installments in the order in which such installments are required to be paid.®’

The penalty for failure to pay estimated tax is not imposed if the tax shown on the return
for such taxable year (or, if no returnisfiled, thetax) isless than $500.%®

c. Criminal penalty for willful failureto pay estimated tax

In addition to the civil penaltiesfor failure to pay estimated tax, section 7203 provides that
any person who willfully failsto pay estimated tax shall be guilty of a misdemeanor and, upon
conviction thereof, shall be fined not more than $25,000 ($100,000 in the case of a corporation),
or imprisoned not more than 1 year, or both. The taxpayer must also bear the costs of
prosecution.”® In the case of a person with respect to whom thereis afailure to pay estimated

22 Sec. 6655(€).

23 Sec, 6655(€)(1)(B).
24 Sec. 6655(a).

25 Sec. 6655(b)(1).
26 Sec. 6655(0)(2).
27 Sec. 6655(C).

28 Sec. 6655(F).

29 Sec. 7203,

-117-



tax, this provision shall not apply if there is no addition to tax under sections 6654 or 6655 with
respect to such failure.??

2. Administration of the penalty for failureto pay estimated tax and recommendations for
legislative change

a. Convert estimated tax penalty into an interest provision
Present L aw
Sections 6654(a) and 6655(a) provide that, in the case of any underpayment of estimated
tax, thereis an “addition to the tax” which is determined by applying the underpayment interest
rate of section 6621 to the amount of the underpayment for the period of the underpayment. For
individual and corporate taxpayers, the “addition to the tax” for failure to pay estimated tax is
literally interest, which is calculated based on the time value of money.

Taxpayers are not permitted to deduct penalties, including penalties for failure to pay
estimated tax.?*

Recommendation

As described in the general recommendations, above, the Joint Committee staff
recommends converting the existing penalty for failure to pay estimated tax into an interest
provision.

Analysis

Interest would be computed at the rate provided in section 6621 (as amended by rate-
change proposals contained within this study). The estimated tax interest provisions would
otherwise operate as under present law, subject to the simplification proposals detailed below.
For example, there would be no interest due where the tax shown on the return, reduced by
withholding, isless than $1,000 (subject to simplification proposals detailed below). Moreover,
interest would not apply to taxpayers who had no tax liability for the preceding taxable year.

The present-law waivers also would continue to apply. For instance, no interest would
apply with respect to any underpayment to the extent the Secretary of the Treasury determines
that, by reason of casualty, disaster, or other unusual circumstances, the imposition of interest

20 (.
21 Sec. 162(f).
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would be against equity and good conscience, and the reasonabl e cause exception would apply
to newly retired or disabled individuals.

Individuals are not permitted to deduct personal interest.?? For this purpose, personal
interest includes interest on underpayments of the individual’sincometaxes. In accordance with
the recommendations contained within this study, interest paid by individuals on underpayments
of income taxes would remain nondeductible. Because the penalty for failure to pay estimated
tax would be converted into a provision for interest on underpayments of estimated tax, any such
interest paid by individual taxpayers would be nondeductible. For individual taxpayers, this
would be consistent with the result under present law, where penalties for failure to pay estimated
tax are not deductible.

Corporations are allowed an income tax deduction for interest paid on underpayments of
income tax. Pursuant to the recommendations included within this study, such interest would
continue to be deductible by corporations. Thus, interest paid by corporate taxpayers on
underpayments of estimated tax would be deductible. For corporate taxpayers, thiswould differ
from the result under present law, where penalties for failure to pay estimated tax are not
deductible.

b. Increase and revise estimated tax threshold for individuals
Present L aw

Individual taxpayers are not liable for a penalty for the failure to pay estimated tax where
the tax shown on the return for the taxable year (or, if no return isfiled, the tax), reduced by
withholding, is less than $1,000.22* This safe harbor does not apply, however, where a taxpayer
has paid throughout the year solely through estimated tax. For such taxpayers, any tax shown
on the return for the taxable year, net of estimated tax paid, could subject the taxpayer to the
penalty for failure to pay estimated (unless a safe harbor applies).

Recommendation

As described in the general recommendations, above, the Joint Committee staff
recommends that there be no penalty for failure to pay estimated tax if the tax shown on the
return for the taxable year (or, if no return isfiled, the tax), reduced by both withholding and
estimated tax paid by qualifying individuals during the taxable year, isless than $2,000.

22 Sec, 163(h).
23 Sec, 6654(€)(1).

-119-



Qualifying individuals would be those individual taxpayers who pay estimated tax in four
egual installments on or before the due date of each installment.

Analysis

The proposa would recognize both withholding and estimated tax paid in four equal
installments in determining whether an individual taxpayer satisfies the safe harbor. Estimated
tax paid in unequal installments would not be considered in calculating whether an individual
satisfies this safe harbor.

By increasing the threshold from $1,000 to $2,000, fewer taxpayers will need to make
estimated tax payments throughout the year. Amending the safe harbor to consider both
withholding and estimated tax paid in four equal installments throughout the year will reduce the
number of taxpayers who file Form 2210, because more individuals will have satisfied the safe
harbor by having a balance due with their return, net of withholding and estimated tax, of less
than $2,000.

c. Repeal the modified safe harbor, which appliesto taxpayerswhose AGI for the
preceding taxable year exceeded $150,000.

Present L aw

Individual taxpayers generally must make quarterly estimated tax payments equal to at
least 25 percent of (1) 90 percent of the tax shown on the current year’s return or (2) 100 percent
of the prior year’stax. Income tax withholding istreated as a payment of estimated tax. For
taxpayers whose AGI for the preceding taxable year exceeded $150,000, the rule that allows
payment based on 100 percent of the prior year’stax ismodified. For taxpayers making
estimated tax payments based on prior year’ stax, if the prior year beginsin 1998, then payments
must be based on 105 percent of the prior year’stax. If the prior year beginsin 1999 or 2000,
then payments must be made based on 106 percent of the prior year’ stax. If the prior year
beginsin 2001, then payments must be made based on 112 percent of the prior year’ stax. If the
prior year beginsin 2002 or thereafter, then payments must be based on 110 percent of the prior
year’stax. The modified safe harbor appliesto married taxpayers filing a separate return whose
AGI for the preceding taxable year exceeded $75,000.

The safe harbor was originally modified by the Omnibus Budget Reconciliation Act of
1993. Under that rule, taxpayers with prior year's AGI over $150,000 were required to make
estimated payments equal to at least 25 percent of the lesser of (1) 90 percent of the tax shown on
the current year’ s return or (2) 110 percent of the prior year’ stax.

The Taxpayer Relief Act of 1997 established new safe-harbor percentages for taxpayers
with AGI over $150,000. For any installment of estimated tax for taxable years beginning before
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January 1, 2000, 110 percent was replaced by 105 percent if the prior taxable year beginsin 1998,
1999, and 2000, and becomes 112 percent if the prior taxable year beginsin 2001. The 110
percent resumes when the prior taxable year beginsin 2002 or thereafter.

These percentages were, again, amended in 1998 for any installment payment for tax
years beginning after December 31, 1999. The Tax and Trade Relief Extension Act of 1998
changed the percentage from 105 to 106 if the prior taxable year beginsin 1999 or 2000.

Recommendation

The Joint Committee staff recommends repealing the modified safe harbor, which applies
to individuals whose AGlI for the preceding taxable year exceeded $150,000.

Analysis

By repealing the modified safe harbor rule, the same estimated tax safe harbor would
apply to all individual taxpayers. Moreover, to the extent that this special rule is eliminated, the
estimated tax rules will be simplified. Every taxpayer would meet the estimated tax safe harbor
provided that they made quarterly estimated tax payments equal to at least 25 percent of (1) 90
percent of the tax shown on the current year’ sreturn or (2) 100 percent of the prior year’ s tax.

d. Apply oneinterest rate per under payment period
Present L aw

Individual taxpayers who are affected by the estimated tax system may either have the
Internal Revenue Service calculate any penalty owed, or they may self assess their own penalty
on Form 2210. According to the latest information available to the GAO at the time of its study
in May 1998, four million taxpayers self assessed their estimated tax penaltiesin 1994.24
Taxpayers may use either the short or regular method to calculate their estimated tax penalties.?

24 Genera Accounting Office, Tax Administration: Ways to Simplify the Estimated Tax
Penalty Calculation (GAO/GGD-98-96), May 27, 1998, at 2 (hereinafter, Tax Administration:
Waysto Simplify the Estimated Tax Penalty Calculation).

25 Theinstructions to Form 2210 provide that only taxpayers who either made no
estimated payments or made four equal, timely estimated payments may use the short method to
calculate their penalties. The short method requires taxpayers to ssmply apply a percentage rate
to their estimated tax underpaymentsto calculate any penalty due.

The short method is unavailable to those taxpayers who made any estimated tax payment
late, used the annualized income installment method, treated tax withheld as paid on the dates it
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Although the IRS did not collect the data necessary for the GAO to determine how many of
these taxpayers used the short or regular method, the GAO found that over half of those
taxpayers who self assessed estimated tax penaltiesin 1994 used the regular method.

The penalty isequal to the interest rate multiplied by the number of daysthe
underpayment is outstanding, which is the number of days between when the taxpayer should
have made the estimated payment and the earlier of (1) the actual date of payment or (2) April
15" of the following year (assuming a calendar-year taxpayer). Theinterest rate, which equalsthe
Federal short-term rate plus 3 percentage points, is subject to change on the first day of each
guarter, which is January 1,° April 1, July 1, and October 1. The IRS updates Form 2210
annually to reflect changes in the Federal short-term interest rate.

If interest rates change while an underpayment is outstanding, then taxpayers are required
to make separate calculations for the periods before and after the interest rate change. Such
calculations generally are needed to cover 15-day periods. For example, the July 1 interest rate
change occurs 15 days after the June 15 payment date. A change in interest rates, which occurs
on thefirst day of each quarter, would require the use of different interest rates during one
estimated tax period and would increase the number of calculations that a taxpayer must makein
completing Form 2210.

Example 2.--Assume an individual taxpayer has an estimated tax underpayment
outstanding from June 15, 1998, until it is paid on September 15, 1998. Further assume that the
estimated tax interest rate changed at the beginning of each quarter. Under present law, two
interest calculations would be required. Thefirst calculation is needed to cover the period from
June 16, 1998, through June 30, 1998 (at the rate applicable to April 1, 1998). The second
calculation would cover the period from July 1, 1998, through September 15, 1998 (at the rate
applicableto July 1, 1998). Thus, there would be two interest calculations for one underpayment
period.

was actually withheld, or filed as a nonresident alien and did not receive wages as an employee
subject to U.S. withholding. Taxpayers who use the regular method must make additional
calculations. Taxpayers using the regular method on Form 2210 must cal culate an underpayment
for each of the four estimated tax payment periods. A separate estimated tax penalty is
ultimately calculated for each period in which thereis an underpayment. See also Tax
Administration: Ways to Smplify the Estimated Tax Penalty Calculation, supra note 214, at 2.

26 Sec. 6621(b)(2)(B) providesthat the interest rate that applies during the third month
following the taxable year shall also apply during the first 15 days of the fourth month following
such taxable year. Thus, therate in effect January 1 isused from January 1 through the following
April 15.
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Recommendation

The Joint Committee staff recommends aligning the interest rates that apply to
underpayment of estimated tax so that, for any given estimated tax underpayment period, only
one interest rate would apply. For this purpose, the recommendation would adopt the interest
rate applicable to the first day of the quarter in which the pertinent estimated payment due date
arises.?’

Analysis

The recommendation would apply one interest rate per underpayment period. Therefore,
in Example 2, above, there would be only one interest calculation required for the underpayment
outstanding from June 15, 1998, through September 15, 1998. Under these facts, the April 1,
1998, interest rate would be the exclusive rate that would apply to the underpayment outstanding
from June 15, 1998, through September 15, 1998.%18

Providing taxpayers with one interest rate per underpayment period would reduce
complexity in preparing Form 2210.2° |f only one interest rate applies, it would end the potential
for multiple interest cal culations occurring within one estimated tax underpayment period.
However, adopting such a change would prevent the estimated tax cal culation from taking into
account changes in the interest rate which may occur during an underpayment period. Thus,
especialy in times of changing interest rates, taxpayers might not calculate interest based on the
actual ratesin effect during the entire underpayment period.

27 Another option would be to apply the interest rate which would be in effect during
most of the estimated tax underpayment period. Under this approach, however, taxpayers might
still be faced with uncertainty and, thus, greater complexity. Assume ataxpayer makes a June 15
payment on July 5. Under this example, the taxpayer would be charged interest during this 15-
day period at the April 1 rate because most of the underpayment period occurred during the April
1 quarter. However, if that taxpayer had waited until, for example, July 20 to make this payment,
then the July 1 rate would apply because most of the underpayment period would havefallenin
the July 1 quarter.

28 Because April 1isthe start of the quarter in which both the April 15 and June 15
estimated payment due datesfall, the interest rate in effect on April 1 would apply to
underpayments which relate to both the April 15 and June 15 estimated payments for calendar-
year taxpayers.

29 The GAO included a similar recommendation in its report Tax Administration: Ways
to Smplify the Estimated Tax Penalty Calculation, supra note 214, at 6.
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e. Providethat under payment balances are cumulative
Present L aw

Section 6654(b)(1) defines “underpayment” as the amount of an installment due over the
amount of any installment paid (including withholding) on or before the due date of the
installment. In determining an underpayment penalty for a calendar year taxpayer, the period of
underpayment runs for each underpayment from the payment’ s due date through the earlier of
the date on which any portion of the payment is made or the following April 1522
Underpayment balances are not cumulative must be tracked separately for each estimated tax
underpayment period. Asthe GAO reported inits May 1998 study, “[t]he definition precludes
existing underpayment balances from being used in underpayment cal culations for succeeding
[estimated] payment periods.”?* Consequently, individual underpayments must be tracked when
completing Form 2210.

Example 3.--Anindividua taxpayer made no estimated tax payments for 1998. However,
the taxpayer should have made four estimated payments, each in the amount of $2,000. The total
of al underpayments for calendar-year 1998 is $8,000.

Under present law, each separate underpayment balance runs from its respective
estimated payment due date through the earlier of the dateit is paid or the following April 15th.
Assuming that no payments were made until the tax return was filed on the following April 15,
interest on each underpayment of estimated tax ran separately from its due date to the following
April 15.22 During periods of changing interest rates, this would require multiple interest
calculations for each underpayment.

Recommendation

The Joint Committee staff recommends changing definition of “underpayment” to allow
existing underpayment balances to be used in underpayment cal culations for succeeding
estimated payment periods.

20 \When a payment of estimated tax is made, it is credited against unpaid required
installmentsin the order in which such installments are required to be paid. Sec. 6654(a)(3).
Overpayment balances are cumulative and are applied to successive estimated tax payments.

21 Tax Administration: Ways to Smplify the Estimated Tax Penalty Calculation, supra
note 214, at 5.

22 1f any estimated tax payments were made, they would be credited to any outstanding
underpayments in the order in which such installments were required to have been paid. Secs.
6654(b)(3), 6655(c). For anillustration of thisrule, see Example 1, above.
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Analysis

If such achange were made, taxpayers would no longer track each outstanding
underpayment balance until the earlier of the date they were paid or the following April 15"
(assuming a calendar-year taxpayer). Rather, taxpayers would calculate their cumulative
estimated tax underpayment for each period or quarter and apply the appropriate interest rate as
of that date. This change would not effect estimated penalty amounts.?? It would simply reduce
complexity in completing Form 2210.

The recommendation would simplify the estimated tax penalty calculation by providing
that underpayment balances would roll into the next estimated tax period so that the penalty
would be calculated once per underpayment, per period. Assuming the factsin Example 3,
above, the $2,000 underpayment outstanding since April 15, 1998, would roll into the
underpayment that started on June 15, 1998. Thus, the $2,000 underpayment would run from
April 15, 1998, through June 15, 1998 (instead of through April 15, 1999). The June 15, 1998,
underpayment of $2,000 would be added to the $2,000 underpayment from April 15, 1998, for a
cumulative total underpayment of $4,000 as of June 15, 1998. The $4,000 cumulative
underpayment as of June 15, 1998, would be added to the $2,000 underpayment which arose
September 15, 1998. Thus, as of September 15, 1998, the cumul ative outstanding underpayment
would be $6,000. The $6,000 cumulative underpayment as of September 15, 1998, would be
added to the $2,000 underpayment outstanding as of January 15, 1999, for atotal cumulative
underpayment of $8,000, outstanding from January 15, 1999, through April 15, 1999.

If the definition of “underpayment” were changed, and if the recommendation that would
apply only one interest rate were adopted (see “c.” above), taxpayers would need to make fewer
calculations when determining their estimated tax penalties. For example, taxpayers would
determine what their cumulative underpayment balances were for a particular period and apply
the interest rate that wasin effect at the beginning of the underpayment period. The result: one
interest calculation per underpayment period. For example, assuming the facts in Example 3,
above, taxpayers would perform one interest calculation for the underpayment which remained
outstanding from April 15, 1998, through June 15, 1998, and again for each subsequent
outstanding underpayment. Unless the taxpayer were to make multiple estimated tax payments
during a period or pay mid period, there could be a maximum of four estimated tax calculations
required for any taxable year in completing Form 2210.

22 The GAQ included an identical recommendation in its report Tax Administration:
Ways to Smplify the Estimated Tax Penalty Calculation, supra note 214, at 4-5.
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f. Require 365-day year for all estimated tax penalty calculations
Present L aw

Under current IRS procedures, taxpayers with outstanding underpayment balances that
extend from aleap year through anon-leap year are required to make separate calculations solely
to account for the different numbers of daysin the two different years.?* For example, if a
taxpayer has an underpayment outstanding from September 15, 2000, through January 15, 2001,
the taxpayer must account for the period from September 15, 2000, through December 31, 2000,
by using a 366-day formula. The taxpayer must then account for the period from January 1,
2001, through January 15, 2001, under a 365-day formula. This calculation is necessary
regardless of whether the interest rate changes on January 1, 2001.

For example, for 1995 underpayments, two penalty rates applied: 10 percent for the
period from April 15, 1995, through June 30, 1995, and 9 percent for the period from July 1,
1995, through April 15, 1996. However, even through only two penalty rates applied to 1995
underpayments, Part 1V of Form 2210 had three rate periods. A separate rate period was needed
from January 1, 1996, through April 15, 1996, because 1996 was aleap year.?

Recommendation

The Joint Committee staff recommends that taxpayers use a 365-day year for all
estimated tax penalty calcul ations.?

Analysis

Under the proposal, for the 1995 underpayments described above, only two rates would
have applied: 10 percent for the period from April 15, 1995, through June 30, 1995, and 9 percent
for the period from July 1, 1995, through April 15, 1996. A 365-day year would have been used
for both 1995 and 1996, regardless of the fact that 1996 was a leap year. Complexity would be
eliminated by dispensing with the extra calculation that is required for underpayment balances
that extend from aleap year to anon-leap year or from anon-leap year to aleap year.

24 Two cal culations would also be required for underpayment bal ances which extend
from anon-leap year to aleap year.

25 See IRS Publication 505, “ Tax Withholding and Estimated Tax” for the 1996 tax year
(release date: December 1, 1995).

26 The GAQ included an identical recommendation in its report Tax Administration:
Ways to Smplify the Estimated Tax Penalty Calculation, supra note 214, at 9.
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3. Effectivedate

The Joint Committee staff recommends that the changes to the provisions relating to
underpayments of estimated tax be effective for periods beginning on or after January 1, 2000.
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D. Failureto File Penalties

Background and Present L aw

The United States tax system is one of “self-assessment,” i.e., taxpayers are required to
declare their income, expenses, and ultimate tax due, while the IRS has the ability to propose
subsequent changes. This voluntary system requires that taxpayers comply with deadlines and
adhere to the filing requirements. While taxpayers may obtain extensions of timein whichto file
their returns, the Federal tax system consists of specific due dates of returns. In order to foster
compliance in meeting these deadlines, Congress has enacted a penalty for the failure to timely
filetax returns.®

A taxpayer who failsto file atax return on or before its due date is subject to a penalty
egual to 5 percent of the net amount of tax due for each month the returnisnot filed, up to a
maximum of 25 percent of the net amount.?® |f the failure to file areturn is fraudulent, then the
taxpayer is subject to a penalty equal to 15 percent of the net amount of tax due for each month
the return is not filed, up to amaximum of 75 percent of the net amount.?® For purposes of the
failure to file penalty, the “net amount due” is the amount of tax required to be shown on the
return reduced by the amount of any part of the tax which is paid on or before the date
prescribed for payment of the tax and by the amount of any credits against tax which may be
claimed on the return.? The penalty will not apply if it is shown that the failure to file was due to
reasonable cause and not willful neglect.

If areturn isfiled more than 60 days after its due date, then the failure to file penalty may
not be less than the lesser of $100 or 100 percent of the amount required to be shown as tax on
thereturn.?? |f apenalty for failure to file and a penalty for failure to pay tax shown on areturn
both apply for the same month, the amount of the penalty for failure to file for such monthis
reduced by the amount of the penalty for failure to pay tax shown on areturn.® If areturnis

21 See United Statesv. Boyle, 469 U.S. 241, 245 (1985).

28 Sec. 6651(a)(1).
29 Sec. 6651(f).
20 Sec. 6651(b)(1).
21 Sec. 6651(a)(1).
22 Sec. 6651(a).
23 Sec. 6651()(1).
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filed more than 60 days after its due date, then the penalty for failure to pay tax shown on a
return may not reduce the penalty for failure to file below the lesser of $100 or 100 percent of the
amount required to be shown on the return.?*

Thefailureto file penalty appliesto all returns required to be filed under subchapter A of
Chapter 61 (relating to income tax returns of an individual, fiduciary of an estate or trust, or
corporation; self employment tax returns; and estate and gift tax returns), subchapter A of
chapter 51 (relating to distilled spirits, wines, and beer), subchapter A of chapter 52 (relating to
tobacco, cigars, cigarettes, and cigarette papers and tubes), and subchapter A of chapter 53
(relating to machine guns and certain other firearms).? The failure to file penaty does not apply
to any failure to pay estimated tax required to be paid by sections 6654 or 6655.%%

Analysis

It can be argued that taxpayers who fail to file timely returnsimpose a burden on the tax
administration and processing system by depriving the government of the taxpayer’ s information
and balance due. The penalty for failureto fileis calculated as a percentage of the net amount of
tax due with thereturn. The gravity of the penalty is directly proportional to the net amount of
tax due, because the penalty is based on a percentage of tax; the penalty increases as the net
amount of tax due increases. Because the penalty is based on a percentage of tax, taxpayers with
no net amount of tax due on their returns or taxpayers who claim refunds are not subject to the
penalty, regardless of whether their returns are filed late.

The present-law penalty for failure to file rationally discourages the late filing of tax
returns. The time-sensitive nature of this penalty is designed to advance prompt corrective action
by taxpayers. For example, taxpayers are encouraged to file as early as possible to avoid a
month-to-month increase in the penalty. For taxpayers who are due arefund, they are denied the
use of or earnings on their overpayment until they file areturn and receive their refund.
Conversely, a penalty that would impose a flat amount from the first day of delinquency would
likely not promote remedial action after theinitial late filing. Such a penalty would provide little

24 d.

25 Sec. 6651(a)(1). Section 6698 provides a penalty for failure to file a partnership return.
The penalty is $50 times the number of persons who were partners in the partnership during any
part of the taxable year, for each month (or afraction thereof) during which such failure
continues (not to exceed five months), unless the failure is due to reasonable cause. Thereisno
maximum penalty, and a penalty under this provision is assessed against the partnership.

26 Sec. 6651(E).
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incentive for taxpayers subject to the penalty to file as early as possible. Consequently, the Joint
Committee staff recommends that no new legislation be enacted in this area.’

&7 Under section 6651(c)(1), the penalty for failure to fileis reduced by the present-law
penalty for failureto pay. If the Joint Committee staff recommendation to repeal the penalty for
failure to pay is enacted, then this rule will no longer apply.

-130-



E. Failureto Pay Penalties
Present L aw
In general

Thefailure-to-pay pendlty rate is.5 percent per month. The penaty may beinvoked in
two cases.

First, the penalty may be imposed in the case of afailure to pay tax shown on areturn.?®
This penalty is calculated from the original due date of the return.? If ataxpayer failstofilea
return and the IRS prepares a substitute, the substitute return is treated as though it were prepared
by the taxpayer.?® This means the penalty is assessed from the original due date of the return. If
the tax shown on areturn is overstated, only the amount actually due is subject to the penalty.**

Second the penalty may be imposed in the case of afailureto pay tax required to be
shown on areturn (but not, in fact, shown), for which IRS has issued a notice and demand.?*
This penalty is calculated from the date the tax is assessed.?® This penalty applies only if the
amount shown in the notice and demand is not paid within 21 days (or within 10 business days if
the amount shown on the notice and demand is $100,000 or more).?* A business day is any day
that is not a Saturday, Sunday, or legal holiday in Washington, DC, or a statewide legal holiday in
the taxpayer’ s home state.?*® The penalty appliesin cases where a taxpayer understates the tax as
aresult of amath error.2

28 Sec. 6651(3)(2).

29 |RM (20)242.2.

20 Sec. 6651(().

21 Sec, 6651(c)(2).

22 Sec, 6651(a)(3).

23 |RM (20)251(2)(b).

24 Sec. 6651(a)(3).

% Treas. Reg. secs. 301.6651-1(a)(3), 301.6601-1(f)(5).
26 Sec. 6651(a)(3).
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The failure-to-pay penalties were added to the Code in 1969.*" In discussing the need for
thislegislation, Congress noted that interest on tax deficiencies was then set at afixed 6 percent
rate. Thiswas often substantially less than the cost of borrowing from commercial lenders. That
gave some taxpayers an incentive to use the IRS as an inexpensive source of borrowed funds by
filing balance due returns without paying the balance. The failure-to-pay penalties were enacted
to reduce thisincentive.

Maximum penalty

The maximum penalty under either provision (failure to pay tax shown or failure to pay
after notice) is 25 percent. The two penalties should never apply to the same amounts, since one
applies only to tax shown on the return, the other only to tax that should have been shown but
was not.

Coordination of failure-to-pay penaltieswith failure-to-file penalties

The 5 percent-per-month failure-to-file penalty is reduced to 4.5 percent per month
whenever the penalty for failure to pay tax shown on areturn applies to the same month. Thus,
the combined rate for both penaltiesin any given month is 5 percent. Since the failure-to-file
penalty is never assessed for more than 5 months, if both penalties continue for the full five
month period, the maximum failure-to-file penalty is reduced to 22.5 percent.*® However, this
coordination provision can never cause the failure-to-file penalty to be reduced below $100 or, if
lower, the tax required to be shown on the return for returns that are filed over 60 days past their
due date.?®

The penalty for faillure to pay after notice does not affect, and is not affected by, the
penalty for failuretofile.

Penalty rateincrease

Both penalty rates (for failure to pay tax shown on return and for failure to pay after
notice) increase to 1 percent once IRS proceeds to collect either by way of alevy or by issuing a
jeopardy assessment.”® The effective date of the rate increase is either (1) the first day of the

27 p|. 91-172.

28 |RM (20)232.4(3)(1)(b).
29 Sec. 6651()(1).

20 Sec. 6651(d).
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month that begins at least 10 days after the levy date for taxes subject to levy,®! or (2) the first
day of the month that begins after the jeopardy assessment date for taxes subject to jeopardy
assessment.?? Congress added this provision in 1986 %2 in response to the fact that certain
taxpayers ignore multiple payment requests and force the IRS to undertake more costly
collection methods, such asliens, levies, and attachment. The increased penalty rate is meant to
compensate in part for the increased costs these taxpayers impose on the system.

Amount subject to penalty

The amount subject to penalty is subject to recal culation each month. The starting point is
the amount of tax shown on the return or the amount of tax assessed. Thisamount is reduced by
payments made before the month for which the penalty isimposed (including withholding and
estimated tax payments) and by any credits that may be applied against the tax.®* If the penalty
appliesfor a particular month, payments made during that month, even payment in full, do not
reduce that month’s penalty.>®

Penalty abatement

Installment agreements.--For a taxpayer who filed his or her original return on time
(taking filing extensions into account) and who later enters into an installment agreement, the
basic .5 percent-per-month penalty is reduced to .25 percent for any month the installment
agreement isin effect.® This change will take effect for installment payments made after
December 31, 1999.

Reasonable cause.--A taxpayer can avoid penalties for failure to pay by demonstrating
reasonable cause and lack of willful neglect.®” Under IRS regulations, ataxpayer seeking
reasonable cause abatement must show that he or she exercised “ordinary business care and

%1 Sec, 6651(d)(2)(A).
%2 Sec, 6651(d)(2)(b).
%3 P, 99-514.
4 Sec. 6651(b).

%5 Note that under section 6651(a)(2) and (3), the penalties apply to each month or
fraction of amonth that tax is unpaid.

% Sec. 6651(h).
7 Sec. 6651(a)(2) and (3).
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prudence in providing for payment of” his or her taxes, but still was unable to pay the tax, or
would have suffered “undue hardship” if he or she paid on the due date.®

Factors that may indicate ataxpayer failed to exercise ordinary business care include the
following: (1) lavish or extravagant living expenditures that reduce a taxpayer’s ability to pay tax
obligations, or (2) investmentsin illiquid or speculative assets.>®

The term “undue hardship” is neither defined nor illustrated in the failure-to-pay penalty
regulations. However, in arelated context, regulations dealing with extending the due date for
tax payments do cast some light on the meaning of thisterm.?® According to the payment
extension regulations, undue hardship means more than mere inconvenience to ataxpayer. The
taxpayer must be faced with a substantial financial lossif he or she makes atimely tax payment.
Thus ataxpayer who would have to sell assets at adistress price in order to pay on time might
well argue that he or she isfaced with undue hardship. A taxpayer who can make a payment by
selling assets at or near their fair market value would not “ordinarily” be considered to suffer
undue hardship.

A higher standard of “ordinary business care or prudence” may be required if ataxpayer
has failed to pay trust fund taxes, such as FICA or withheld income tax.!

Anindividual taxpayer with avalid filing extension who has paid at least 90 percent of the
tax due by the return’s original due date will be presumed to have good cause with respect to the
remaining balance due for the period between the original and extended due dates, provided he or
she pays the remainder of the balance due with the return.??

Recommendation

For adiscussion of the Joint Committee staff recommendations relating to the failure to
pay penalties (including the recommendation that the penalty be repealed), see the discussion in
Part A., above, relating to recommendations of general applicability.

28 Treas. Reg. sec. 301.6651-1(c)().
# 1d.

20 Treas, Reg. sec.1.6161-1(b).

%1 Treas. Reg. sec. 301.6651-1(c)(2).
%2 Treas. Reg. sec. 301.6651-1(c)(3).
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F. Failureto Deposit Penalty

Background and Present L aw

Overview

The past three decades have been marked by a growing appreciation for the importance of
the time value of money and the benefits of efficiently using “float” (money in transit from a
transferor to atransferee). Reflecting that awareness, Congress and the IRS have taken a number
of steps to see that tax revenues collected by or on behalf of the Federal government are actually
made available to the government as quickly and as efficiently as possible. Enforcing prompt
payment also reduces the risk of collection problems. Thisis particularly important when the
taxesinvolved are trust fund taxes, such as withheld social security and Medicare taxes, because
the government gives employees credit for amounts withheld on their behalf even if those
amounts are not paid over to the government.

It isnot efficient for the IRS to collect payments directly by cash or check and then
physically to transport those paymentsto a bank for deposit. Thus, a more efficient system has
been established for taxpayers who pay, or who collect and pay over, large amounts of tax.
These taxpayers must deposit their payments directly into government accounts at Federal
Reserve branches or at commercial banks authorized to act as Federal depositories. Currently,
such deposits account for over 80 percent of the Federal government’s cash flow.?® To enhance
efficiency even further, organizations and individuals who deposit significant amounts of tax
must now make their deposits viaelectronic funds transfers (“EFT”).

Deposit requirements

In general

The IRS has broad authority to determine how Federal taxes are to be collected.?*
Present law permits the Secretary to authorize the use of Federal Reserve branches, commercial
banks, savings and loans, and credit unions that are depositories or financia agents of the Federal
government to accept tax payments on the government’ s behalf under such conditions as the
Secretary may prescribe.®® The IRS has provided detailed guidance specifying how, how much,
where, and when Federal taxes are to be deposited. Under these rules, deposits are required for
taxes paid in connection with the following Federal tax returns:

%3 According to 1997 IRS Data Book and Joint Committee staff estimates.
%4 Sec. 6302(a).
%5 Sec. 6302(c).
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Form 720 Quarterly Federal Excise Tax Return

Form 940 Employer’ s Annua Federal Unemployment Tax (FUTA) Return
Form 941 Employer’s Quarterly Federal Tax Return

Form 943 Employer’s Annual Tax Return for Agricultural Employees
Form 945 Annual Return of Withheld Federal Income Tax*®

Form 990-C Farmer’s Co-op Income Tax Return

Form 990-T Exempt Organization Business Income Tax Return

Form 1042 US Annual Return of Income Tax Paid at Source®

Form 1120 U.S. Corporation Income Tax Return

Form CT-1 Employer’s Annual Railroad Retirement Tax Return

To avoid penalties, tax depositors must make their paymentsin full, on time, and in the
right manner. For example, Red Corp. owes $10,000 worth of excise taxes, due on March 1. On
that date, Red delivers $10,000 in cash to the IRS service center where it filesits excise tax
returns. Blue Corp. also owes $10,000 worth of excise taxes, due on March 1. Blue deposits the
full amount at a Federal depositary on March 4. Result: Red and Blue are both subject to
penalty. Red made its payment in full and on time, while Blue was three days late. But Red did
not follow correct payment procedures. Because of the amount it owed, Red was required to
deposit its tax payment at a Federal depositary, not pay it directly to IRS. The government, asa
practical matter, did not have immediate use of Red’ s payment because of the delay inherent in
processing and depositing cash received at an IRS service center.

General employer’swithheld income and FICA taxes (Form 941)

In general.--The largest category of tax deposits and the largest single source of Federal
government revenue consists of employment taxes deposited by employersin connection with
Form 941. For this purpose, employment taxes generally include income tax withheld from
wages, tips, taxable fringe benefits, and supplemental unemployment compensation benefits, and
the amounts withheld for the employer and employee share of social security and medicare taxes.

Employers are classified by size of tax liabilities for purposes of determining (1) whether
an employer hasto make deposits, (2) how often it must make them, and (3) how it must make
them. Small employers do not have to deposit employment taxes. Medium size employers must
deposit their taxes once amonth. Larger employers must deposit their taxes up to twice aweek
(and sometimes more often than that). Most larger employers must make their tax depositsvia
EFT.

%6 Thisrelates to non-payroll income tax withholding (i.e., backup withholding on
interest, dividends, etc., withholding on IRAS, pensions, annuities, gambling winnings, and
deferred compensation).

%7 Relates to withholding on U.S.-source income of foreign persons.
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Most employers can determine at the beginning of each calendar year the deposit
schedule that applies for the year.?® The determination of the employer’s deposit requirements
for a calendar year depends upon the aggregate amount of employment taxes reported by the
employer during alookback period, which is the twelve month period ending on June 30 of the
preceding calendar year.

Employers with less than $1,000 of liability.--An employer does not have to make
deposits for any calendar quarter in which its employment tax liabilities are below $1,000.
Instead it may send its tax payments directly to the IRS along with its Form 941.%%° Thisrule
overrides any deposit requirements that would otherwise apply based on the employer’ s status
under the lookback period rules.

Once-a-month depositors.--Employers whose employment taxes are $50,000 or less
during the lookback period are required to make their deposits once amonth. Each month’s
deposit is due the 15th day of the following month. If the 15th day of the following month is not
abanking day, the deposit is due the first banking day after the15th.2™

Twice-aweek depositors.--An employer with more than $50,000 of employment taxes
during the lookback period is required to make its deposits up to twice aweek, depending on
when and how often it has paydays. The deposit schedule is determined as follows:

Taxesfor any payday on: Must be deposited by:
Saturday through Tuesday The following Friday
Wednesday through Friday The following Wednesday

In anormal week, there are never less than three weekdays between the end of ahalf-
weekly deposit period and the deposit deadline. For example, for the half-weekly period ending
on Tuesday, an employer usually has up to the close of normal banking hours on Friday to make
itsdeposit. If any of these weekdaysis abank holiday, the due date of the deposit is extended
accordingly.™

268 Treas. Reg. sec. 31.6302-1(b).

29 Treas. Reg. sec. 31.6302-1(f)(4).
70 Tregs. Reg. sec. 31.6302-1(c)(1).
71 Tregs. Reg. sec. 31.6302-1(c)(2).
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Next-business-day depositors.--Whenever an employer’ s cumulative employment tax
liability reaches $100,000 within asingle deposit period, it becomes liable to make deposits on the
following banking day. The details of thisrule vary depending on whether the company ison a
once-a-month or twice-a-week schedule before reaching the $100,000 threshold.

In the case of an employer required to make monthly deposits, when the cumulative
liability reaches $100,000 for a particular month, then (1) the company must deposit its
cumulative tax liability by the following banking day;?"2 and (2) the company becomes a twice-a-
week depositor for the rest of that calendar year and for al of the following calendar year.?”

In the case of an employer required to make twice weekly deposits, when the cumulative
liability reaches $100,000 or more as of any day, the company must deposit those taxes by the
following banking day.?™® An employer with multiple divisions and/or locations may have several
paydays aweek. Such an employer could cross the $100,000 threshold more than once during a
half-week period and would have to make next-banking-day deposits each time.

EFT Deposits.--An employer whose aggregate deposits of withheld income, FICA, and
railroad retirement taxes were more than $78,000,000 in 1993 or more than $47,000,000 in 1994
must make its Federal tax depositsby EFT. An employer that becomes subject to EFT rules
remains subject to them permanently and must make al of its tax deposits (not just employment
tax deposits) viaEFT.?® An EFT depositor that pays by any other meansis subject to a 10-
percent penalty.?®

IRS has proposed modifying the deposit threshold at which companies become
mandatory EFT depositors for periods that begin on or after January 1, 2000. The proposal
covers companies whose deposits have exceeded $200,000 in 1998 or in any later calendar year.
For purposes of determining whether the $200,000 threshold has been met, all tax deposits, not
just employment taxes, would be taken into account.?”” |RS had previously issued regulations
requiring companies with $50,000 or more of employment tax depositsin 1995 to begin making
their deposits by EFT starting with deposits due on or after January 1, 1997. Companieswith

22 Treas. Reg. sec. 31.6302-1(b)(3)(i).

27 Treas. Reg. sec. 31.6302-1(b)(2)(ii).

2 Sec. 6302(g); Treas. Reg. sec. 31.6302-1(b)(3)(ii).
#* Treas. Reg. 31.6302-1(h)(2).

26 Rev. Rul. 95-68, 1995-2 C.B. 272.

2 Prop. Treas. Reg. sec. 31.6302-1(h)(2)(ii).
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$50,000 or more of employment tax depositsin 1996, were to begin making their deposits by
EFT starting with deposits due on or after January 1, 1998. In a series of penalty waiver
announcements, |RS effectively postponed the start of mandatory EFT deposits based on prior
year’ s liabilities of $50,000 through the end of 1999.%® Under the latest proposal, companies with
deposit liabilities between $50,000 and $200,000 will not be required to make EFT deposits.

Waiver for small deposit shortfalls.--The failure-to-deposit penalty is automatically
waived for any shortfal that is either below $100 or less than 2 percent of the required deposit.
To qualify for thiswaiver, the employer must deposit the shortfall (1) by the return due date, in
the case of once-a-month depositors, or (2) by the first deposit date that falls on or after the 15th
day of the following month (but not later than the return due date), in the case of twice-a-week or
next-banking-day depositors.?”® Although due dates for shortfall deposits generally coincide with
the due dates for regular deposits, shortfall makeups must not be combined with the regular
deposit. If ashortfal isnot deposited separately, it will not be recognized as a makeup deposit,
and the employer islikely to be penalized.

Farm employers withheld income and FI CA taxes (Form 943)

Farm employers are also separated by size into once-a-month and twice-a-week
depositors. However, certain differences apply. In particular, there is a 12-month rather than a 6-
month lag between the end of each lookback period and the start of the related deposit period.?°
In addition, employment taxes on farm wages must be deposited separately from the tax on
nonfarm wages. An employer that has both farm and nonfarm employees must count the tax on
farm wages separately from the tax on nonfarm wages in determining employment taxes during
lookback periods and in determining whether the $100,000 threshold for next-banking-day
deposits has been crossed.?!

Railroad employers withheld income and Railroad Retirement Tax Act (RRTA)
taxes (Form CT-1)

Employers of railroad workers generally are subject to the same rules that apply to other
employers. However, an employer with employees subject both to FICA and RRTA taxes must
deposit them separately, and RRTA taxes are not generally aggregated with FICA taxesto

218 See Notice 97-43, 1997-2 C.B. 294; Notice 98-30, 1998-22 |.R.B. 9; Notice 99-12,
1999-9 | R B. 44. Seealso sec. 931 of the Taxpayer Relief Act of 1997 (Pub. L. 105-34).

2% Treas. Reg. sec. 31.6302-1(f)(3).
20 Tregs. Rey. sec. 31.6302-1(F).
2 Treas. Reg. sec. 31.6302-1(g).
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determine which set of deposit rules are applied. Like farm employers, railroad employers use a
lookback period that ends 12 months before the start of a given calendar year (rather than one
ending 6 months before) to determine whether they are once-a-month or twice-a-week
depositors. 2

Non-payr oll income tax withholding (For m 945)

Organizations that withhold non-payroll income taxes, such as backup withholding on
interest, dividends, etc., or withholding on IRAS, pensions, annuities, gambling winnings, and
deferred compensation, must deposit such taxes separately from any employment taxes. Status
as aonce-amonth or twice-a-week depositor is determined at the beginning of each calendar
year. |t depends on whether or not the organization deposited more or less than $50,000 worth of
such taxes during a 12-month lookback period. Aswith farm and railroad employers, thereisa
12 month rather than a 6 month lag between the end of the lookback period and the beginning of
the related calendar year.”

| ncome tax withholding on non-U.S. individuals and cor por ations (For m 1042)

In general.--Organizations that withhold income tax on payments such as interest,
dividends, royalties, etc. payable to non-U.S. taxpayers must track the amounts they are required
to withhold and make their deposits on a schedule based on how much and how quickly these
taxes accumulate. These depositors do not get the benefit of alookback period that lets them
know in advance what their deposit schedule will be. The frequency of their deposits always
depends on events that occur during the deposit period.

Four-times-a-month depositors.--1f the accumulated withholding is $2,000 or more at the
end of any quarter-monthly period, it must be deposited by the 3rd banking day following the
close of the quarter-month.?* For shortfalls of 10 percent or less, the penalty iswaived if the
shortfall is deposited by the first regular deposit due date that falls after the 15th of the following
month, but no later than January 31 for December shortfalls. These shortfall liabilities are
ignored in determining whether the $2,000 threshold for making a deposit has been met.?®

Once-a-month depositors.--If quarter-monthly deposits are not required under the rule
described above, accumulated withholding that totals $200 or more by the end of any month

%2 Treas. Reg. sec. 31.6302-2.

23 Treas. Reg. sec. 31.6302-4(c)(2).
24 Tregs. Reg. sec. 1.6302-2(a)(1)(ii).
# 1d.
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must be deposited by the 15th of the following month (or by the next banking day after the 15th
if the 15th is not a banking day).?®

No deposit required.--Withholding that does not have to be deposited under the once-a-
month or 4-times-a-month rules can be paid directly to the IRS when the related Form 1042 is
filed.®’

Corpor ate and nonpr ofit or ganization income and unrelated businesstax (UBIT)
deposits (Forms 1120, 990-C, and 990-T)

All corporate income and UBIT tax payments, both quarterly estimated taxes and return
balances, must be deposited rather than paid directly to the IRS.?® Deposits made by mail and
actually received by a depositary are considered timely if they are postmarked at least two days
before the actual due date (even if received after the due date).?® Organizations that are EFT
depositors (either for employment taxes or for nonpayroll withholding) must deposit their
corporate income taxes or UBIT via EFT.*°

Excisetax deposits

Deposit schedules for excise taxes cover awide range of different taxes subject to varying
deposit schedules. Most excise taxes must be deposited twice a month, usually within 9 days
after the close of each half-monthly period. Some taxes are due for deposit on the 14th day
following the end of the half-month.** Half-monthly deposits of excise taxes on airline tickets
and communications services are due one half month plus one week and three business days
after the close of each half monthly period.*?

% Tregs. Reg. sec. 1.6302-2(8)(1)(i).
7 Treas. Reg. sec. 1.6302-2(a)(1)(iv).
%8 Sec. 6302(c).

%9 Treas. Reg. sec. 1.6302-1(b).

20 Tregs. Reg. sec. 1.6302-1(8)(2).

#! Treas. Reg. sec. 40.6302(c)-1. For ozone-depleting chemicals, the taxes are due for
deposit within 30 days of the end of the half-month.

22 Sec, 6302(€)(1).
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Some September deposits are subject to accel erated due dates. For example, deposits
due under the normal 9 or 14 day rulesfor the period, September 16 through September 25 must
be deposited by September 28.2® EFT depositors must deposit amounts for the period,
September 16 through September 26 by September 29.2* Airline ticket and communications
servicestax deposits for the period September 1 through September 10 must be deposited by
September 28. For EFT depositors, airline ticket and communications services tax deposits for
the period September 1 through September 11 must be deposited by September 29.2%

Penaltiesfor failureto deposit

Under present law, thereis a4-tier penalty rate structure for failures to make deposits.
This penalty structure is designed to reward timely voluntary correction of deposit shortfalls
and/or quick compliance with IRS payment demands. The applicable penalty rates are as
follows:

Tier 1. 2 percent if ataxpayer corrects alate or underdeposited amount within 5 days
after the due date of the return on which it takes credit for the deposit.

Tier 2. 3 percent additional (5 percent overall) on late or short deposits that a taxpayer
corrects more than 5 days after the return due date, but withinl5 days.

Tier 3: 5 percent additional (10 percent overal) on late or short deposits that ataxpayer
corrects more than 15 days after the return due date.?®

Tier 4: 5 percent additional (15 percent overal) on deposits that are not made within 10
days after IRS issues a delinquency notice (or that are not made on the date IRS
issues an immediate payment demand in jeopardy cases).?’

23 Sec. 6302(f)(1).
24 Sec. 6302(f)(3).
25 Sec. 6302(€)(2).
26 Sec. 6656(b)(1)(A).

27 Sec. 6656(b)(1)(B). Thistiered structure was enacted in 1989, when Congress made
substantial changesin the structure of the failure-to-deposit penalty. Congress felt the prior-law
flat 10 percent penalty was too harsh in someinstances. It also felt taxpayers should be given
incentives to correct underpayments as quickly as possible and to comply promptly with IRS
payment requests. The Omnibus Budget Reconciliation Act of 1989, P.L. 101-239, replaced the
flat 10 percent penalty with thisfour tiered penalty rate structure.
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The IRS' s current procedure, under which it for applies deposits against ataxpayer’'s
oldest open balance, can trigger multiple penalties based on asingle shortfall. For example,
Green Corp. isrequired to deposit withheld income and FICA taxes eight times a month. For the
first calendar quarter of 1999, Green’ s withheld taxes total $25,000 for each deposit period.

Green erroneously deposits only $15,000 for the first deposit period. It then deposits the full
$25,000 for each subsequent period. RS will assess a $200 penalty (2 percent of $10,000) for the
first deposit period. When it receives Green’s second deposit of $25,000, IRS will credit $10,000
to cover the shortfall for thefirst period and apply $15,000 to the second deposit period. Since
the second deposit period is now short $10,000, IRS will assess another $200 penalty against
Green for the second deposit period. This sequence will be repeated as each deposit comesin.
By the end of the quarter, Green will have been assessed 24 pendlties, totaling $4,800, even
though it only made a single $10,000 underpayment on its first deposit obligation for the quarter.

To mitigate this problem, the IRS Reform Act provided that ataxpayer is permitted to
designate the deposit period to which payments are applied. The taxpayer can make this
designation anytime during the 90-day period after IRS mails a penalty notice. To make the
designation, the depositor need only phone the toll-free number shown on the penalty notice and
designate the period to which a payment(s) is applied. So long as the designation iswithin the
scope of the statute, the IRS will honor it.®

In addition, the IRS Reform Act provides that, beginning with deposits due after
December 31, 2001, each deposit will first be applied to the most recent open period rather than
the earliest period, unless ataxpayer explicitly designates otherwise.”®

Penalty waiver and abatement

Explicit waiver authority for changesin circumstances

The IRS has explicit authority to waive the failure-to-deposit penalty in some cases. To
be eligible for awaiver of the penalty, the depositor must (1) have inadvertently failed to comply
with the deposit requirements, (2) have filed the related return on time, (3) meet the net worth
requirements applicable for an award of attorneys fees (i.e., generally have a net worth of
$2,000,000 or less (for individuals, estates or trusts) or $7,000,000 or less (for corporations,
partnerships, unincorporated association, organizations, etc.) and have no more than 500
employees), and (4) be subject for the first time to either the deposit requirements themselves or

2% Notice 99-10, 1999-2 IRB 11.
2 Sec. 6656(€).
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to amore frequent deposit schedul e than the one to which the taxpayer had previously been
subject.3®

Reasonable cause abatement

The failure-to-deposit penalty can be abated if the taxpayer establishes the failure resulted
from reasonable cause and not willful neglect.® A taxpayer seeking abatement must filea
statement of the facts establishing reasonable cause and lack of willful neglect with the IRS
Service Center whereit filesits returns. The statement must be made under penalty of perjury.>?

Examples of cases in which taxpayers were found to have had reasonable cause include
the following: (1) reasonable belief that employees were independent contractors,*® (2) difficulty
in coordinating information received from multiple work locations, coupled with reasonable
attempts to estimate the required amounts,** and (3) evidence that an EFT depositor gave proper
instructions to a bank that was to carry out the funds transfer.>®

In certain cases, taxpayers have tried but failed to establish reasonable cause for purposes
of abatement of the penalty. In cases of employee malfeasance, courts hold employersto ahigh
standard in supervising employees responsible for making tax deposits.®*® For example, in one
case, an auto dealer’ s bookkeeper, the victim of an abusive personal relationship, failed to deposit
payroll taxes and intercepted IRS correspondence to keep her employer from finding out about
the problem. When the dealer discovered the problem, it promptly paid the back taxes and the
IRS abated penaltiesthat resulted. A few yearslater, believing the bookkeeper had gotten

30 Sec. 6656(C).
01 Sec. 6656(8).
%2 Treas. Reg. sec. 301.6656-1(b).

% | jeb, Jr.v. U.S, 438 F. Supp. 1015 (D. Okla. 1977); Diaz v. U.S., 71A AFTR-2d 93-
3563, 90-1 USTC 150,209 (USDC, CD-CA, 1990).

34 EMC Corp. v. U.S,, 74 AFTR 2d 94-5626, 94-2 USTC 150,416 (N.D. I1l. 1994); Dana
Corp. v. U.S,, 764 F. Supp. 482 (N.D. Ohio 1991).

¥ Rev. Rul. 94-46, 1994-2 CB 278.

%% Conklin Bros. Of Santa Rosav. U.S., 986 F. 2d 315 (9th Cir. 1993); San Diego Drywall
v. U.S, 56 F.3d 73 (9th Cir. 1995); Vaen Mfq. Co. v. US, 90 F.3d 1190 (6th Cir. 1996);
Obstetrical & Gynecological Group, P.A. v. U.S,, 44 AFTR 2d 79-5438, 79-2 USTC 19511
(USDC, D-DC, 1979).
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beyond her personal problems, the dealership rehired her. At first she was closely supervised by
an outside accounting firm, but eventually it was decided that she could work on her own. When
she again failed to make the deposits and tried to interfere with IRS communicationsto her
employer, the dealer again made full payment of all back taxes. Thistime IRS refused to waive
the penalties, and the US District Court for the District of Minnesota concurred. The Court
pointed out that

Since a corporation can only act through its employees or officers, the failure of a
corporation to timely file tax returns or to timely make required tax payments or deposits
almost invariably will be the result of the failure of one or more of the corporation's
employees or officersto carry out hisor her assigned duties. If an employee or officer's
non-performance of duties was deemed to be reasonable cause, the IRS would rarely be
able to impose tax penalties on a corporation.®’

The court applied a standard under which the dealer would have had to show that the
bookkeeper’ s actions amounted to criminal misbehavior in order to justify penalty abatement.

In cases of financial hardship, there is considerable controversy over the question of
when, if ever, such hardship can serve as areasonable cause for delay in depositing trust fund
taxes. A few courts have accepted financial hardship as reasonabl e cause when the only practical
alternative would be to go out of business®® In practice, such ajustification israrely accepted.®®
In one recent case, the court explicitly held that financial hardship could, in theory, serve as
reasonabl e cause for failing to make timely deposits but went on to rule that the taxpayer in the
case before it had failed to demonstrate sufficient hardship to qualify for relief 3

Recommendation

%7 Mason Motors Co. v. U.S,, 8 F. Supp. 2d 1177, 1180 (D. Minn. 1998).

%% |nre: Pool & Varga, Inc.,, 58 AFTR 2d 86-5373, 86-1 USTC 19445 (E.D. Mich. 1986);
In re: Slater Corp., 76 AFTR 2d 95-7113, 96-1 USTC 150,043 (Bankr. D. Fla. 1995).

3 See e.q., Brewery, Inc. v. U.S., 33 F.2d 589 (6th Cir. 1994); C.J. Rogers, Inc. v. U.S,,
66 AFTR 2d 90-5831, 91-1 USTC 50,297 (E.D. Mich. 1991); Ray Steven Paving Co.v. U.S,, 72
AFTR 2d 93-5573, 93-2 USTC 150,539 (D. Ariz. 1993); In re: Woodstein Lauderdale, Inc., 74
AFTR 2d 94-6256 (Bankr. D. Fla. 1994); In re: Upton Printing Co., 76 AFTR 2d 95-5308, 95-2
USTC 150,377 (Bankr. D. La. 1995); In re: Gordon Selway, Inc., 76 AFTR 2d 95-6162, 95-2
USTC 150,456 (Bankr. D. Mich. 1995); Bostar Foods, Inc. v. U.S., 79 AFTR 2d 97-1041; 97-1
USTC 150,285 (W.D. Ky. 1997).

310 Fran Corp. v. U.S,, 998 F. Supp 296 (S.D.N.Y. 1998).

-145-



In the past few years, Congress has mandated a number of changesto eliminate
unwarranted penalties and to enable the Federal tax deposit system to function more smoothly.
Among these are provisions making abatement routinely available for companies newly subject
to deposit requirements and for companies newly subject to accelerated deposit schedules. Other
changes facilitate greater taxpayer control over the way their deposits are credited in order to
eliminate “cascading” penalties. Many of these changes have only recently begun to take effect
or have future effective dates to allow IRS time to make needed changesin its data processing
facilities and procedures. In addition, the IRS has proposed changes and delayed implementation
of electronic deposit requirements to ease the burden on smaller businesses and to facilitate a
smoother transition for those companies that will be participating in the system.

The Joint Committee staff recommends that no new legislation be enacted in this areafor
at least two yearsin order to alow these scheduled statutory and regulatory changesto be
implemented and evaluated. However, the Joint Committee staff will continue to monitor
carefully how the recent statutory and regulatory changes have affected the administration of the
rules relating to deposit requirements and the waiver and abatement of penaltiesfor failure to
deposit and whether further statutory changes are necessary to enhance the effectiveness and
user-friendliness of the systems relating to deposits of Federal taxes.

One specific areathat the Joint Committee staff will continue to monitor is the operation
of, and exceptions to, the lookback mechanism. The current-rule lookback mechanism alows
most employers to know at the start of each return period when they will be required to make
deposits; consequently, most employers can stay on the same deposit schedule for the entire
calendar year. But certain events that occur during areturn period may trigger an abrupt change
in the deposit schedule. For example, asmall employer, anticipating a deposit liability below
$1,000 for a calendar quarter may assume it is exempt from depositing requirements. |If
unforeseen payroll increases in the last month of the quarter cause it to exceed the $1,000
threshold, it will be delinquent on deposits it should have made for the first two months.

When events like these occur, the employersinvolved often do not realize thereisa
problem until they receive a penalty notice, which typically arrives several months after the event.
In the meantime, the taxpayer will often have been operating under less restrictive rules for which
it no longer qualifies, and will have accumulated a number of delinquencies. Existing rules
provide for abatement of penalties on the first missed deposit under these circumstances, but
thereis no explicit authority for abating subsequent penalties that may have arisen in the interim.

Treasury may wish to consider revising its deposit regulations so that events such as these
generadly trigger achange in the deposit schedule in alater calendar quarter. Thiswould give the
IRS an opportunity to notify the taxpayer of the change in status before it takes effect. It would
also give the depositor time to recognize its new obligations and adjust its operating procedures
accordingly.
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Payroll service providers have cometo play an increasingly important role in the deposit
system. In general, the industry has enhanced the system’s efficiency. However, aswith any
large volume operation, some level of error isinevitable. When errors do occur, they may involve
large numbers of taxpayers in various locations across the country. Current IRS procedures
often require such problems to be handled on a case-by-case basis. Thistypically involvesalarge
expenditure of time and resources by the service providers and by the IRS. The Joint Committee
staff recommends that the IRS continue to work with payroll service providers to expedite
resolution of problems where a single error or mishap may impact multiple taxpayers.
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G. Tax Return Accuracy Penalties
1. Overview

Under present law taxpayers and tax preparers are required to make the following
statement under penalty of perjury on their Federal income tax return:

| declare that | have examined this return and accompanying schedules and
statements, and to the best of my knowledge and belief, they are true, correct, and
complete. Declaration of preparer (other than taxpayer) is based on all information of
which preparer has any knowledge.

Failure to satisfy the obligations embodied in the foregoing statement are sanctioned with
both criminal and civil penalties. It isafelony to sign areturn unless the signer believesit to be
“true and correct as to every material matter.” However, criminal prosecution and convictionis
rare because the government must prove the offending taxpayer’s guilty state of mind beyond a
reasonable doubt. Two of the Code’ s civil penalties, sections 6662 for taxpayers and 6694 for tax
professionals, provide the principal means by which the Federal government assures accuracy of
tax return information.

Section 6662 establishes a penalty for substantial understatement of tax liability on an
income tax return, but this section does not establish an ethical standard of conduct for
taxpayers. Section 6694 imposes a penalty on atax preparer who prepares a tax return which
understates tax liability and fails to meet certain other requirements. As described below, the
thresholds for avoidance of a penalty when taking an aggressive position on atax return are so
low, they provide little incentive for taxpayers to determine the appropriate tax treatment for such
items on their returns. In addition, the IRS audits only asmall fraction of the returnsfiled in any
givenyear. For 1997, the IRS audited only 1.28 percent of al individual income tax returns and
2.67 percent of all corporate income tax returns3* This givesriseto what isreferred to asthe
“audit lottery.” Asnoted in Part V, above, ataxpayer weighs the costs of noncompliance with
the potential benefits in determining whether to engage in noncompliant behavior. One of the
costs of noncompliance istherisk of getting caught. Thus, alow audit rate will make it more
likely that a taxpayer will engage in noncompliant behavior.

Most tax professionals recognize adual responsibility to their clients and to the integrity
of the tax system asawhole. However, in cases in which tax professionals view their role as
predominantly one of advising aclient as to the most aggressive tax return position, the self-
assessment aspect of our tax system isundermined. To combat this problem, section 6694

31 According to Internal Revenue Service, 1997 Data Book.
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penalizes return preparers who assist taxpayers in understating tax liabilities on their returns3
Specific procedural rules govern these “ preparer penalties.”*® Preparers also may be subject to
penalties aimed generally at abusive tax shelter promoters and at people who aid or abet tax
understatements.®*

2. Present law
a. Accuracy-related penalty

The accuracy-related penalty isimposed on taxpayers at arate of 20 percent of the
portion of any underpayment that is attributable to (1) negligence, (2) any substantial
understatement of income tax, (3) any substantial valuation misstatement, (4) any substantial
overstatement of pension liabilities, or (5) any substantial estate or gift tax valuation
understatement.*™ |f the correct income tax liability for ataxable year exceeds that reported by
the taxpayer by the greater of 10 percent of the correct tax or $5,000 ($10,000 in the case of most
corporations), then a substantial understatement exists and a penalty may be imposed equal to 20
percent of the underpayment of tax attributable to the understatement.

In determining whether a substantial understatement exists, the amount of the
understatement generally is reduced by any portion attributable to an itemif (1) the treatment of
the item is supported by substantial authority, or (2) facts relevant to the tax treatment of the item
were adequately disclosed and there was a reasonable basis for its tax treatment. Substantial
authority is an objective measure of accuracy which requires a balancing of various authorities by
assessing their relative weight of persuasiveness and relevance. Regulations identify the relevant
authorities permitted to be used for this analysis=3*® While reasonable basis along with disclose
generally avoids imposition of a penalty, in no event does a corporation have a reasonable basis
for itstax treatment of an item attributable to a multi-party financing transaction if such treatment
does not clearly reflect the income of the corporation.®

%12 Sec. 6694.
313 Sec. 6696.

314 Secs. 6700-6701, and 6703. (See Part VI, below, for Joint committee staff
recommendations relating to corporate tax shelters.

35 Sec. 6662.
%6 Treas. Reg. sec. 1.6662-4(d)(3)
37 Treas. Reg. sec. 1.6662-4(d)(3)(ii).
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The accuracy-related penalty also appliesto that portion of the understatement of tax
attributable to the taxpayer’ s negligence without regard to whether the understatement is
substantial in proportion to the taxpayer’s tax liability. Negligence involvesthe failureto use
reasonabl e care by taking a position on the return which does not have areasonable basis. This
has generally been interpreted to mean whether a“reasonably prudent person” would have acted
in asimilar manner as the taxpayer. Negligence aso arisesif the taxpayer carelessly, recklessly,
or intentionally disregards arule or aregulation. For this purpose, rule or regulation generally
means Code provisions, final and temporary regulations, and published revenue rulings and
notices.

Reasonable basis is the minimum accuracy standard for negligence. If areturn position
lacks reasonable basis, then negligence applies. If ataxpayer takes a position contrary to arule or
regulation, the taxpayer is not treated as disregarding the rule or regulation if the position hasa
realistic possibility of being sustained on its merits3® A taxpayer may also avoid a penalty for
disregard of arule or regulation if the taxpayer has a reasonable basis for the position and
discloses this position. Return positions not having a reasonable basis are by definition to be
negligent and subject of the negligence penalty.

Special rules apply for "tax shelters.” With respect to tax shelter items of non-corporate
taxpayers, the penalty may be avoided only if the taxpayer establishes that, in addition to having
substantial authority for his position, he reasonably believed that the treatment claimed was more
likely than not the proper treatment of the item. The penalty cannot be avoided in the case of (1)
apartnership or other entity, (2) an investment plan or arrangement, or (3) any other plan or
arrangement, if asignificant purpose of such partnership, entity, plan or arrangement is the
avoidance or evasion of Federal income tax.

The understatement penalty generally is abated (even in the case of corporate tax shelters)
in casesif the taxpayer can demonstrate that there was "reasonable cause” for the underpayment
and that the taxpayer acted in good faith. The relevant regulations provide that reasonable cause
existsif the taxpayer "reasonably reliesin good faith on an opinion based on a professional tax
advisor's analysis of the pertinent facts and authorities [that] . . .
unambiguously concludes that there is a greater than 50-percent likelihood that the tax treatment
of theitem will be upheld if challenged by the Internal Revenue Service."*¥

38 Treas. Reg. sec. 1.6662-3(b)(2).
319 Treas. Reg. sec. 1.6662-4(g)(4)(1)(B).
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b. Preparer tax return penalty

1% tier penalty

A return preparer is subject to a $250 penalty if: (1) areturn or refund claim is prepared
and reflects a position which does not have arealistic possibility of being sustained on its merits,
(2) the taxpayer’ s liability is understated as aresult of the position; and (3) the preparer knows or
should know the position is reflected on the return or claim.3®

The 1% tier penalty can be avoided if: (1) areturn position that does not have aredlistic
possibility of being sustained on its meritsis disclosed and is not frivolous®*! or (2) if apreparer
shows there was reasonabl e cause for the understatement and that he or she acted in good
faith.32 A return position is“not frivolous” if it is not patently improper.®*® Reasonable cause
and good faith take into account a number of factorsincluding (1) did the error result from a
complex, uncommon, or highly technical provision of the law; (2) has the preparer made this sort
of error often; (3) isthisan isolated error which is so obvious, flagrant, or material that it should
have been caught and corrected even in an isolated instance; (4) isthe error material; and (5) is
the preparer’ s normal office practice designed to ensure accuracy and consistency in the
preparation of returns. However good office practice will not justify abatement for frequent or
flagrant errors, or errorsthat are part of a pattern.®*

The preparers “not frivolous’ standard, is not well defined. Thereisvery littlejudicial
precedent, for example, to illustrate the meaning of “frivolous.” In one case related to section
6702, which penalizes taxpayers for filing frivolous returns, the Third Circuit U.S. Court of
Appeals noted that the statute “does not define the terms ‘ position’ or ‘frivolous,” but whatever
elseismeant by the term ‘frivolous,’ it is reasonable to conclude that aclaim is frivolous when
there is no argument on either the law or the facts to support it.” %%

A preparer who has been penalized may contest the penalty (and freeze collection action)
by paying at least 15 percent of the amount assessed within 30 days of the notice and demand

0 Sec. 6694(a).

¥l Sec. 6694(a)(3).

#2 Sec. 6694(a).

# Treas Reg, sec. 1.6694-2(5)(2).
% Treas. Rey. sec. 1.6694-2(d).

25 K ahn v. United States, 753 F.2d 1208, 1214 (3¢ Cir. 1985)
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date and then filing arefund claim. If IRS denies the refund claim, the preparer has another 30
daysto suefor arefundin U.S. District Court. If the IRSfailsto act on the refund claim within
six months, the preparer has 30 days (beyond the six month waiting period) to bring suit.3® If a
refund suit isfiled, IRS can counterclaim for the balance of the penalty.®*” A preparer who pays
the full penalty has three years from the date of payment to file arefund claim.*®

Under Treasury regulations, areturn preparer for purposes of this penalty is anyone who
ispaid for preparing areturn or asubstantial portion of areturn.® A return preparer need not
physically put words or numbers on aform or schedule. It isenough if the preparer furnishes
sufficient information and/or advice for the return (or asignificant portion of it) to be prepared.
However, smply giving legal advice about the tax consequences of a situation or transaction is
not enough to make someone a preparer. The advice must be about facts already in existence or
atransaction that has already taken place, and it must relate to determining the existence,
character, or amount of areturn entry.3® Since a person can be a preparer without entering
information on areturn, or signing the return, several persons working for a single organization
might satisfy the definition. For example, several members of alaw firm might collaboratein
giving advice on how to report a particular transaction on areturn. Then several members of an
accounting firm might be involved in physically preparing and reviewing the forms and schedules
on which that same transaction isreflected. When this happens, only one person per firmis
considered a preparer with respect to that return. If someone from afirm signs the return, that
individual is considered the preparer. If no one at agiven firm isthe signing preparer, the person
with overall supervisory authority with respect to the return or claim is the preparer from that
firm =t

The regulations provide that a position has arealistic possibility of being sustained on its
merits when someone who is knowledgeable in tax law, having made a reasonable and well
informed analysis of the position, would conclude that the chance of winning a contest is at least
half as good as the chance of losing, i.e, thereisaone in three chance of success. Thisanaysis

5 Sec. 6694(c).

%7 Sec. 6694(c)(2).

8 Sec. 6696(d)(2).

3 Treas. Reg. sec. 1.6694-1(b)(1); 301.7701-15(a).
30 Treas. Reg. sec. 301.7701-15(a)(1).

%! Treas. Reg. sec. 1.6694-1(b)(1).
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should take into account the same authorities that determine whether taxpayers have “ substantial
authority” under the accuracy related penalty for positions taken on their returns.” 2

The regulations state that a signing preparer must make certain disclosures on IRS forms
8275 or 8275-R (which require adequate identification of the rule being challenged by the return
position) to avoid the 1% tier penalty. For alimited class of return positions (specified in annual
Revenue Procedures issued by the IRS), disclosure of all relevant facts on the regular tax return
forms and schedules without attaching forms 8275 or 8275-R is sufficient.** For a non-signing
preparer who gives return advice directly to ataxpayer, disclosure on the return itself is sufficient.
If disclosure on the return is not feasible, the non-signing preparer must (1) tell the client about
any return position that does not have arealistic possibility of success and, (2) notify the client
that taking the position on areturn without disclosing it may trigger an accuracy-related penalty.
If the position involves atax shelter, the client should be told that even disclosure may not help
the client avoid the penalty. If the preparer’s advice on the return position isin writing, the
disclosure and penalty warning must also be in writing. A preparer who gives ora advice may
make the disclosure warning orally aswell. But the preparer must then be able to prove the
warning was given. A contemporaneously prepared written memorandum of the oral warning
will usually satisfy this requirement.® For a non-signing preparer who gives return advice to
another tax preparer, actual disclosure on the return is adequate. When disclosure on the return
is not feasible, the preparer may notify the other preparer of the need to make disclosure under
the 1% tier preparer penalty rules. Written advice must be accompanied by awritten disclosure
warning. Oral advice may be accompanied by an oral disclosure warning, but the preparer must
be able to prove the oral warning was provided; this generally done through the preparation of a
contemporaneous memorandum.®

2" tier penalty

A preparer is subject to a$1,000 penalty if she prepares areturn on which tax liability is
understated as aresult of (1) the preparer’ swillful attempt at understatement, or (2) areturn
position that intentionally or recklessly disregards rules or regulations. If asingle position falls
under both the 1% tier and 2™ tier pendlties, the 2™ tier penalty is reduced to $750, so that the
combined penalties add up to $1,000.3%* The same procedure for contesting the penalty is

%2 Treas. Reg. sec. 1.6694-2(b)(1).

38 Treas. Reg. sec. 1.6694-2(c)(3)(i) and 1.6662-4(f).
3% Treas. Reg. sec. 1.6694-2(c)(3)(i)(A)

3% Treas. Reg. sec. 1.6694-2(c)(3)(i)(B).

3 Sec. 6694(b).
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available as with the 1% tier penalty (i.e., paying 15 percent, filing arefund claim, then filing suit in
U.S. District Court if the refund claim is denied or not acted upon).>

A willful attempt to understate tax liability involves factual distortions, such asignoring,
disregarding, or misstating information furnished by the taxpayer in order to reduce the liability.
For example, listing six dependents when the taxpayer informs the preparer he has two
dependents, or failing to include items of income the taxpayer has disclosed to the preparer will
subject the preparer to this penalty 3

Intentional disregard of the rules or regulations includes taking a return position that
contradicts a Code provision, afinal or temporary Treasury regulation issued under the Code, or
aRevenue Ruling or IRS Notice published in the Internal Revenue Bulletin of which the preparer
isaware Reckless disregard of the rules or regulations constitutes taking a return position that
contradicts a Code provision, afinal or temporary Treasury regulation issued under the Code, or
aRevenue Ruling or IRS Notice published in the Internal Revenue Bulletin of which the preparer
did not know because the preparer made little or no effort to find out about it under
circumstances indicating substantial deviation from conduct a reasonable preparer would
observe.3®

A preparer may take areturn position that contradicts a known rule or regulation without
penalty if (1) the position has arealistic possibility of being sustained on its merits, or (2) the
position is adequately disclosed and is not frivolous** Disclosure is adequate for asigning
preparer if the disclosure is made on Form 8275 or 8275-R. A nonsigning preparer providing
advice to ataxpayer has adequate disclosure if the position is disclosed on Form 8275 or 8275-R.
The nonsigning preparer is also protected by advising the taxpayer that the position is contrary to
IRS rules and regulations and that the taxpayer may be subject to the accuracy-related penalty
unless the challenge is made in good faith and the position is disclosed on form 8275 or 8275-R.
A nonsigning preparer providing advice to another preparer is protected by pointing out that the
position must be disclosed in accordance with the 2™ tier penalty rules.3?

37 Sec. 6694(c).

38 Treas. Reg. sec. 1.6694-3(b).

% Treas. Reg. sec. 1.6694-3(c) and (f).

0 Treas. Reg. sec. 1.6694-3(c) and (f).

¥ Treas. Reg. sec. 1.6694-3(c)(2) and (3).
¥2 Treas. Reg. sec. 1.6694-3(e).
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Other 1% and 2™ tier issues

The 1% tier preparer penalty is subject to a 3-year statute of limitations starting from the
date therelevant return isfiled.3*® Thereis no statute of limitations on assessment of the 2™ tier
preparer penalty.** The 1% and 2™ tier penalties can only be assessed against a preparer whose
actions lead to understatement of ataxpayer’s liability 3%

c. Other preparer penalties

Preparers are subject to certain information reporting and record-keeping penalties. For
each category of improper behavior the penalty equals $50 per occurrence, with an annual cap of
$25,000. A preparer can avoid any one of these penalties by showing the preparer had reasonable
cause and was not willfully neglectful .3* Penalized behavior includes the following:

@ Failure to furnish ataxpayer with a copy of any return or claim prepared for the
taxpayer’s signature.®

2 Failure to sign any return or claim the preparer isrequired to sign.>®

3 Failureto include a preparer’ s ID number or, where applicable, the ID number of a
preparer’ s employer on areturn the preparer is required to sign.>*®

4 Failureto retain a copy of thereturn itself, or alisting of the taxpayer names and
ID numbers with respect to each return prepared.®

3 Sec. 6696(d)(1).

¥ Lambv. U.S 977 F.2d 1296 (8th Cir., 1992); Capozzi v. U.S. 980 F.2d 872 (2™ Cir.,

1992).
5 Sec, 6694(d).
6 Sec, 6695.
7 Sec. 6695(a).

38 Sec. 6695(b). For exceptions to this general signature rule see Treas. Reg. sec. 1.6695-
1(b)(2), Rev. Rul. 78-370, 1978-2 CB 355, and PLR 9821038.

39 Sec. 6695(C).
30 Sec, 6695(d).
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(5) Failure to make return copies or client lists available for IRS inspection.®!

(6) Failureto file an annual return listing the names and 1D numbers of each person
employed to prepare returns, or omission of required information on such a
return.*?

Preparers are subject to a penalty of $50 per occurrence, subject to a $25,000 annual cap,
for signing or negotiation of atax client’s refund check.*®

Preparers are subject to a penalty for not exercising due diligence in determining a
taxpayer’s éligibility for the earned income credit. The penalty is $100 per occurrence with no
annual cap.®*

d. Standardsfor tax return positions
In general

The accuracy-related and return preparer penalties are designed to delineate (1) when an
erroneous position should be considered innocent and not subject to penalty, (2) when taxpayers
should specifically notify the IRS that they are adopting controversia positions, and (3) when
taxpayers are taking unduly aggressive positions and should be penalized for any resulting tax
deficiency regardless of disclosure.

Thefollowing isabrief overview of the standards contained in the accuracy related
penalties for taxpayers and preparers:

Standar dswhich do not require disclosur e of tax return position to IRS

Taxpayers “morelikely than not” standard

The substantial understatement penalty does not apply in the case of atax shelter item of
anon-corporate taxpayer if the taxpayer had substantial authority for his or her position and the
taxpayer can demonstrate that he or she had areasonable belief that the position is“more likely

*t1d.

%2 Sec, 6695(€).
33 Sec, 6695(f).
B Sec, 6695(€).
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than not” the proper treatment.® This standard generally has been interpreted to mean thereisa
greater than 50 percent likelihood of prevailing if the taxpayer’ s position is challenged by the IRS.
A taxpayer will be considered to have areasonable belief that the treatment is more likely than
not the proper treatment if the taxpayer relies upon the opinion of a professional advisor and the
opinion is based upon the pertinent facts and authorities analyzed similar to the manner described
in the substantial authority standard.®®

Taxpavers “substantial authority” standard

A taxpayer is not subject to an accuracy related penalty for an undisclosed erroneous
return position--even a position that leads to a substantial understatement of tax liability--
provided thereis “substantial authority” for the position.*" The regulations describe substantial
authority in terms of a spectrum. It means a position that has aless than 50 percent chance of
being sustained if it were challenged, but has a greater chance of success than a position which
has a“reasonable basis’ .*®

In assessing whether a position was supported by substantial authority when it was
adopted, certain specified sources of authority may be consulted.> None of these sources of
authority areto be viewed in isolation. For example, ajudicial opinion in favor of aparticular
position must be weighed against other specified authority (if there is any) that contradicts the
position. The regulations describe a balancing process. A taxpayer can rely on favorable
authority and consider it substantial only if itsweight is substantial in relation to any

®5 The Uruguay Round Agreements Act of 1994, P.L.103-465, eliminated the use of this
exception for corporate taxpayers. Thus, corporate taxpayers with a substantial understatement
from atax shelter item will have to rely on the reasonabl e cause exception in section 6664(c) to
avoid an understatement penalty. The reasonable cause exception is afacts and circumstances
test, but having areasonable belief that the taxpayer’ s position is“more likely than not” the
proper position will be an important factor in determining whether reasonabl e cause exists.

*¢ Treas. Reg. sec. 1.6662-4(g)(4)(ii).
B Sec. 6662(d)(2)(B)(i).

*8 Treas. Reg. sec. 1.6662-4(d)(2).
¥ Treas. Reg. sec. 1.6662-4(d)(3).
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countervailing authority that may exist.*® The regulations list the specific authorities that may be
consulted.®!

Tax professionals’ “realistic possibility of being sustained” standard

A tax advisor who isa* preparer” with respect to atax return or refund claim is subject to
a 1% tier penalty if, among other items, the position did not have arealistic possibility of being
sustained on its merits.*?

A return position is considered to have had arealistic possibility of being sustained on its
meritsif ahypothetical tax professional making areasonable, well-informed analysis would
conclude that the likelihood of the position being upheld was approximately one in three or
better.>3

Standardsrequiring disclosur e of tax retur n position to RS

Taxpayers “reasonable basis’ standard

For individuals, the substantial understatement penalty does not apply to any
understatement related to a position that (1)was adequately disclosed on the return, (2)the
position does not relate to atax shelter, and (3)it has a“reasonable basis.” %

Legidative history indicates that reasonable basisisintended to be “arelatively high
standard of tax reporting.” A return position that merely represents a colorable claim or an
arguable position would not meet this standard. Significantly, the standard is not met if the best
that can be said of areturn position isthat it is not patently improper.®® Under the regulations,
“patently improper” defines the minimum standard for atax preparer to avoid penalty through

0 1d.

%! Treas. Reg. sec. 1.6662-4(d)(3)(iii).

%2 Sec. 6694(a). Treas. Reg. sec. 1.6694-2(b)(1), described above.
33 Treas. Reg. sec. 1.6694-2(b)(1).

%4 Sec. 6662(d)(2)(B)(ii).

%5 H.Rept. 103-213, Conference Report, Omnibus Budget Reconciliation Act of 1993,
Aug. 4, 1993, at 669.
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disclosure of areturn position.® Thus, there is a higher standard for taxpayers than for tax
professionals who advise them. Despite the legislative history’ s “relatively high standard”
description, logic dictates that the term “reasonable basis’ must imply something less than
substantial authority. Thisis so since a position supported by substantial authority need not be
disclosed to avoid the sec. 6662 penalty.

Tax preparers “not frivolous’ standard

If atax professional is apreparer with respect to areturn or refund claim, and the preparer
knows or should know of a position taken on the return that falls short of the “realistic possibility
of being sustained” standard, and the position causes the tax liability on the return to be
understated, then the preparer is subject to penalty unless (1) the preparer took steps to ensure
disclosure of the position,®” and (2) the position is “not frivolous.”*® The regulations define a
frivolous position as one that is patently improper.®® This standard is similar to the litigation
standard in the Tax Court under Rule 33 where claims may be litigated if well grounded in fact
and warranted by existing law.

The current standards for taxpayers and tax preparers discussed above are summarized in
Table 7, below.

% Treas. Reg. sec. 1.6694-2(c)(2).

%7 A signing preparer, in effect, would have to require adequate disclosure as a condition
of signing the return. A nonsigning preparer would have to provide awarning concerning the
taxpayer’ s exposure to an accuracy related penalty if theitem isnot disclosed or, in the case of a
tax shelter item, evenif it isdisclosed. Treas. Reg. sec. 1.6694-2(c)(3).

%8 Sec. 6694(a).
%9 Treas. Reg. sec. 1.6694-2(c)(2).
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Table 7.--Existing Standardsfor Tax Return Positions

Taxpayers Practitioners’
Substantial Under statement of Tax (Sec. 6662) Preparer Penalty (Sec. 6694)
Standard Likelihood of | Effect of Meeting Standard Likelihood of | Effect of Meeting
Success if Standard Success if Standard
Challenged * Challenged
More likely than not | Greater than No penalty No smilar standard | N/A N/A
50 percent exposure for non-
corporate tax
shelter items where
substantia authority
aso exists
Substantial 40 percent No penalty Redligtic possibility | 33a percent No penalty
authority exposure of being sustained or greater exposure
Reasonable basis? 20 percent No penalty Not frivolous 5t010 No penalty
exposure if percent exposure if
disclosed and not a disclosed. Applies
tax shelter item to tax shelter and
non-tax shelter
items

It isrecognized that describing the accuracy standards in terms of their arithmetical probability of success might seem to indicate
a high degree of precision. No such precision is intended or implied. The numerica vaues shown in this table are meant to indicate
in general terms the relative levels of accuracy to which taxpayers and practitioners are held. While some may question the value of
quantifying these standards due to their inherently uncertain terms, most students of professional conduct standards use these or
similar methods to describes these standards. The 33 1/3 percent standard for realistic possibility of being sustained appearsin the
Treasury regulations under section 6694. All other numerical vaues shown in the chart represent a general consensus of scholars
and practitioners based on a survey of the literature.

2 Reasonable basis is also the standard that defines negligence.

3. Recommendations

Federal tax law is complex and constantly evolving. It isunrealistic to expect taxpayers
to file “perfect” returns, on which every position taken is unquestionably correct. Still, the U.S.
Supreme Court has pointed out that “self assessment...is the basis of our American scheme of
income taxation.” 3 Self assessment requires a high degree of cooperation from the taxpayer to
file an accurate tax return. While some have questioned whether the IRS should audit more
returns, it isimpractical to propose that audits should be aroutine fact of life for even a significant
minority of taxpayers other than the large multinational firmsthat are covered by the IRS's
Coordinated Examination Program (CEP).

However, as discussed in Part V, above, a self-assessment system will work properly
if taxpayers perceive the system to be fair and believe that the costs of noncompliance outweigh

370 Commissioner of Internal Revenuev. Lane Wells Co. 321 U.S. 219, 223 (1944).
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the benefits of such noncompliance. Among the costs of noncompliance are (1) the risks of
noncompliance being detected by the IRS and (2) the penalties that are imposed when
noncompliance is detected.

The present-law standards for imposition of accuracy-related penalties on taxpayers and
return preparers arguably permit taxpayers to take positions on tax returns that have an
inappropriately low chance of successif challenged by the IRS. Such alow standard has the
effect of increasing perceptions of unfairness because taxpayers who take aggressive positions on
their returns are unlikely to be penaized. Thelow standard also reduces the potential costs of
noncompliance because the IRS isless likely to prevail when areturn position is challenged.

Therefore, the Joint Committee staff finds it appropriate to make a number of
recommendations to increase both (1) the standards for taxpayers and preparers applicable under
the accuracy-related penalties and (2) the amount of the return preparer penalty. In addition, the
Joint Committee staff makes a recommendation relating to IRS recordkeeping with respect to
taxpayer disclosures. The Joint Committee staff believes that these recommendations will
improve both the equity and administrability of the accuracy-related penalty system.

a. New minimum tax return standardsfor taxpayersand tax preparers

Recommendation

The Joint Committee staff recommends that for both taxpayers as well as tax preparers,
the minimum standard for each undisclosed position on atax return is that the taxpayer or
preparer must reasonably believe that the tax treatment is “more likely than not” the correct tax
treatment under the Code. This standard would imply that at the time the return was signed,
there was a greater than 50 percent likelihood that all undisclosed positions would be sustained if
challenged. The reasonable cause exception for substantial understatement is repeal ed.

Analysis

Thefact that atax return is signed under penalty of perjury implies a high standard of
diligence in determining the facts and substantial accuracy in determining and applying the rules
that govern those facts. Anissue with the present-law tax return and preparer standards as well
asthe professional ethical standards as described by the American Bar Association and the
American Institute of Certified Public Accountantsisthat none of them require the advisor or
taxpayer to seek atax return position that is“probably right.” The current standards arguably
legitimize taking positions that have at least a 67 percent chance of being unlawful without any
requirement of disclosureto the IRS that such aggressive positions are being taken. A more
appropriate standard would require that a taxpayer or atax advisor, who does not disclose an
uncertain position, be required to show that any undisclosed positions taken on the return are at
least probably correct.
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Some of the comments received in connection with this study alluded to a confusing
multiplicity of standards for taxpayers and for tax professionals relating to positions taken on tax
returns. “More likely than not” isasimple threshold that is easily understood. It would apply for
both taxpayers and tax preparers and, therefore would reduce the complexity inherent in the five
present-law standards for taxpayers and tax preparers.

Opponents to a stricter disclosure standard (such as the Joint Committee staff
recommendation) have argued that the tax reporting process is an adversarial one similar to the
judicia process, and should have similar standards. They assert that the present law “not
frivolous’ preparer standard is appropriate because it is similar to the “well grounded” standard in
the Tax Court. However, because the position on the tax return is assumed to be correct under
present law and the risk of challenge by the IRS to that assumption is low, the relationship
between taxpayers and the IRS is not strictly analogous to litigants. In litigation, procedural rules
have been developed to require full disclosure of facts and legal authority, mandate the presence
of an independent arbiter, and permit full examination of the parties’ positions. The absence of
these or similar itemsin the tax reporting process justifies standards requiring a higher degree of
accuracy than for litigation. Furthermore, it could be argued that the success of a self-assessment
system isundermined if taxpayers and the IRS are assumed, for disclosure purposes to be
adversaries.

b. New minimum tax return standardsfor taxpayersand preparersfor disclosed
return positions

Recommendation

The Joint Committee staff recommends that, for any position taken or advised to be taken
on atax return, substantial authority should be required and such position should be adequately
disclosed. For non-corporate tax shelter items, the present-law standard of “more likely than
not” will continue to apply as a means to avoid an understatement penalty, but only if such
positionisalso disclosed. The reasonable cause exception for substantial understatement is
repealed.

The revised standards for tax return positions as described in the above recommendations
are summarized in the following table.
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Table 8.—Proposed Standardsfor Tax Return Positions

Taxpayers Accuracy Penalties Practitioners’
(Sec. 6662)"2 (Sec. 6694)
Likelihood of Effect of Meeting Likelihood of Effect of Meeting
Success if Standard Success if Standard
Standard Challenged Standard Challenged
More likely than | Greater than 50 Generdly, no More likely than | Grester than 50 Generdly, no
not percent penalty exposure. not percent penalty exposure.
For non-corporate For non-corporate
tax shelter items, tax shelter items, no
no penalty pendty exposure if
exposure if disclosed.
disclosed.
Substantial 40 percent No penalty Substantial 40 percent No penalty
authority exposure if authority exposure if
disclosed and not disclosed and not a
atax shelter item tax shelter item

It isrecognized that describing the accuracy standards in terms of their arithmetical probability of success might seem to indicate
a high degree of precision. No such precision is intended or implied. The numerica vaues shown in this table are meant to indicate
in general terms the relative levels of accuracy to which taxpayers and practitioners are held. While some may question the value of
quantifying these standards due to their inherently uncertain terms, most students of professional conduct standards use these or
similar methods to describes these standards. All other numerical values shown in the chart represent a general consensus of
scholars and practitioners based on a survey of the literature These standards will aso apply to negligence penalties under sec.
6662.

2 These standards will also apply for negligence.

Analysis

It seems anomal ous under present law that “nonfrivolous” return positions that have a
less than 10 percent likelihood of being correct do not expose tax preparers to penalty if they are
disclosed. The appropriate standard should be one that requires more than a highly speculative
possibility of accuracy.

The present-law standards that define erroneous tax positions are explicitly lower for tax
professionals than for their clients. Numerous courts have held a taxpayer may have areasonable
basis for an opinion and thus escape penalty, if he or she reasonably relied on areturn preparer’s
advice. Since the preparer isheld to alower standard than the client, it becomes possible under
some circumstances to take positions that have no reasonable basis with neither the preparer nor
the client at risk of incurring apenalty. The Joint Committee staff recommendations will correct
this anomaly by making the standards consistent for both taxpayers and preparers.

With adequate disclosure, a position with aless-than-probable likelihood of success can

betolerated. Under current guidelines, this would allow taxpayers and their advisors to assert
controversial tax return positions that fail to satisfy the “more likely than not” standard, provided
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they make adequate disclosure, and provided that awell reasoned analysis of authoritative
sources would support the conclusion that there exists a greater than 33-1/3 percent likelihood of
success. Requiring disclosure of these items while maintaining the present-law standard of
requiring taxpayers to reasonably believe that their tax treatment is proper represents the proper
balance for these items in comparison to the other recommended tax return standard changesin
this study for corporate tax shelters.

It must be recognized that positions that fall short of a“more likely than not standard”
may ultimately be vindicated. Thustaxpayers and their professional advisers should be allowed,
within reasonable limits, to take return positions that fall short of a“more likely than not
standard,” provided such positions are adequately disclosed.

However, disclosure has limited usefulness. Even with disclosure, taxpayers should not
be allowed to take any position on atax return that has less than a 10 percent likelihood of being
correct. A standard that low puts a nearly impossible burden on IRS efforts to use disclosures
effectively.

c. IRSusage of disclosures made by taxpayers

Recommendation

Current IRS records do not provide adequate detail to judge how effectively the IRS has
used taxpayer disclosures to monitor and counter unduly aggressive return positions. The Joint
Committee staff recommends that the IRS be required to maintain records that will make
monitoring IRS' usage of taxpayer disclosures possible, and that the IRS report periodically to
the Congress on the effortsit is making to use taxpayer disclosures for purposes of effective
enforcement. If situations exist where the disclosures are not of useto the IRS, the IRS should
recommend that such disclosures be eliminated.

d. Revisepreparer penalty amounts

Recommendation

The Joint Committee staff recommends that the section 6694 penalties be revised to better
reflect the potentia tax liabilitiesinvolved. In general, the practitioner’ s fee for preparing or
advising ataxpayer with regard to areturn islikely to be roughly commensurate with the client’s
actual or potential exposure to tax liability and the complex issues reported on the return. Under
the Joint Committee staff recommendation, the 1% tier section 6694(a) penalty would be changed
from aflat $250 amount to the greater of $250 or 50 percent of the tax preparer’sfee. The 2 tier
section 6694(b) penalty would be changed from aflat $1,000 amount to the greater of $1,000 or
100 percent of the preparer’sfee.
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Analysis

Under certain circumstances, the present-law preparer penalty amounts may be
inappropriately low and, therefore, an inadequate deterrent to noncompliance, when substantial
dollar amounts of tax are involved. Thus, the Joint Committee staff believes that increasesin the
amounts of the penalty that can be assessed by the IRS is appropriate.

The Joint Committee staff believesthat it is appropriate to assess the amount of the
penalty imposed on a preparer by reference to the amount of the preparer’ s fees, which represent
the best measure of the preparer’ s stake in the taxpayer’ sreturn. In general, the preparer’ sfees
arelikely to be determined, in part, by the amount of tax liability involved.

The Joint Committee staff considered recommending an increase in the dollar amount of

the penalties generally, but concluded that such an approach might lead to anomalous resultsin
situations in which the amount of the penalty outweighed the amount of tax in question.
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H. Pension Benefit Penalties--Simplify and Consolidate For m 5500 Penalties
Present L aw

Form 5500 filing requirementsin gener al

A plan administrator of a pension, annuity, stock bonus, profit-sharing or other funded
plan of deferred compensation must file with the Secretary of the Treasury an annual return for
each plan year containing certain information with respect to the qualification, financia
condition, and operation of the plan.* Title| of ERISA also requires the plan administrator to
file annual reports concerning the plan with the Department of Labor and the Pension Benefit
Guaranty Corporation (“PBGC”).3”2 The plan administrator must use the Form 5500 series as the
format for the required annual return.®” The Form 5500 series annual return/report, which
consists of a primary form and various schedul es, includes the information required to be filed
with all three agencies. The plan administrator satisfies the reporting requirement with respect to
each agency by filing the Form 5500 series annual return/report with the Internal Revenue Service
(“IRS"), which forwards the form to the Department of Labor and the PBGC. The use of the
Form 5500 series annual return/report for compliance with the Code and ERISA reporting
requirementsis not mandated by statute; the combined filing is aresult of administrative efforts
to simplify administration of the reporting requirements.

Penaltiesfor failureto file Form 5500

If the plan administrator failsto file atimely and complete Form 5500 series annual return,
the Code imposes on the plan administrator a penalty equal to $25 per day during which the
failure continues, not to exceed $15,000 per return. The Secretary of the Treasury may waive the
penalty if the plan administrator demonstrates that the failure to file is due to reasonable cause.®™
In addition, Title| of ERISA providesthat the Secretary of Labor may impose on the plan
administrator a penalty of up to $1,100 per day. The Secretary of Labor may waive the penalty if
the plan administrator demonstrates that the failure to file is due to reasonable cause.*”
Furthermore, Title IV of ERISA provides that the PBGC may impose on the plan administrator a

3™ Code sec. 6058(a).

372 ERISA secs. 104(a) and 4065.

37 Tress. Reg. sec. 301.6058-1(a).

37 Code sec. 6652(€).

3% ERISA sec. 502(c)(2); DOL Reg. sec. 2560.502(c)-2(d).
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penalty of up to $1,100 per day. The PBGC may waive the penalty if the plan administrator
demonstrates that the failure to file is due to reasonabl e cause.®®

The Department of Labor hasinstituted the Delinquent Filer Voluntary Compliance
Program (“DFVC Program”) to encourage, through the assessment of reduced penalties,
delinquent plan administrators to comply with their annual reporting obligations under ERISA.
The amount of the penalty under the DFV C Program depends upon whether the plan
administrator files the Form 5500 series annual report within 12 months after the due date of the
report. If the plan administrator files the delinquent report under the DFV C Program on or
before 12 months after the date on which the annual report was due, the reduced penalty is $50
per day up to amaximum of $2,500 for plans with 100 or more participants or $1,000 for plans
with less than 100 participants. If the plan administrator files the delinquent report under the
DFV C Program more than 12 months after the due date, the reduced penalty is $5,000 for plans
with 100 or more participants or $2,000 for plans with less than 100 participants. If aplan
administrator electsto use the DFV C Program, the plan administrator must file the complete
delinquent Form 5500 series report with the IRS and a copy of the first page of the report with
the Department of Labor.3"”

A plan administrator’s use of the DFV C Program does not affect the penalty imposed
under the Internal Revenue Code for failure to file atimely and complete Form 5500 series
annual return. The Department of the Treasury has not established a voluntary compliance
program similar to the DFV C Program, and a plan administrator may not correct a delinquent
Form 5500 seriesfiling under the IRS Employee Plans Compliance Resolution Program
(“EPCRP").

Schedule SSA

The plan administrator of an employee pension benefit plan that is subject to the
minimum vesting standards under Title | of ERISA must file with the Secretary of the Treasury
for each plan year aregistration statement that identifies and provides certain information
concerning each plan participant who separates from service during the plan year with a deferred
vested benefit under the plan as of the end of the plan year and with respect to whom no
retirement benefits were paid under the plan during the plan year.®® The plan administrator must
file the required information for a participant on Schedule SSA as an attachment to the plan’s

37 ERISA sec. 4071; PBGC Reg. sec. 4071.3.
37 Pension and Welfare Benefits Administration Rule Related Notice, April 27, 1995.
378 Code sec. 6057(a).
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Form 5500 series annual return for the year following the year in which the participant separates
from service.3”

The IRS provides the information contained on Schedule SSA to the Social Security
Administration, which enters the information in an el ectronic pension benefit record. Each
month, the Social Security Administration determines whether each new claimant for social
security benefits or for hospital insurance coverageislisted in this electronic pension benefit
record. The Social Security Administration sends a notice to each new claimant for whom it has
pension benefit information, informing the claimant that he or she may have aright to future
retirement benefits under the plan with respect to which the Schedule SSA wasfiled. If the
claimant filed for the lump-sum death payment on the social security account of arelative, the
Social Security Administration sends the claimant the pension information on the deceased
individual. The notice shows the type, payment frequency, and amount of pension benefit, as
well as the name and address of the plan administrator as reported on the Schedule SSA. The
claimant may use this information to claim any pension benefits still due from the pension plan.
The Social Security Administration also provides available pension benefit information on
request.®®

If the plan administrator failsto file Schedule SSA as required, or omits from Schedule
SSA aparticipant required to be included, a penalty isimposed on the plan administrator equal to
$1 per day per failure or omitted participant, not to exceed $5,000 per plan year. The Secretary of
the Treasury may waive the penalty if the plan administrator demonstrates that the failureto file
or omission is due to reasonable cause.*

Schedule B

For each plan year, the plan administrator of a defined benefit pension plan must file with
the Secretary of the Treasury an actuarial report that contains, anong other things, a description
of the funding method and actuarial assumptions used to determine costs under the plan and a
certification concerning the contribution required for compliance with the Code section 412
minimum funding standards.®* The plan administrator must file the actuarial report on Schedule
B as an attachment to the plan’s Form 5500 series annual return for the plan year.®

3" Treas. Reg. sec. 301.6057-1(a)(4).
%0 Treas. Reg. sec. 422.122.

%1 Code sec. 6652(€).

%2 Code sec. 6059.

3 Treas. Reg. sec. 301.6059-1(a).
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If the plan administrator failsto file Schedule B as required, a penalty isimposed on the
plan administrator equal to $1,000. The Secretary of the Treasury may waive the penalty if the
plan administrator demonstrates that the failure to file is due to reasonable cause.®

Changein status of plan

The plan administrator of an employee pension benefit plan that is subject to the
minimum vesting standards under Title | of ERISA must notify the Secretary of the Treasury of
any change in the name of the plan, any change in the name or address of the plan administrator,
the termination of the plan, the merger or consolidation of the plan with any other plan, or the
division of the plan into two or more plans**® The plan administrator must provide the required
notification of a plan status change on the plan’s Form 5500 series annual return for the year in
which the change in status occurs.3®

If the plan administrator failsto provide notification of a plan status change as required, a
penalty isimposed on the plan administrator equal to $1 per day per failure, not to exceed $1,000
per plan year. The Secretary of the Treasury may waive the penalty if the plan administrator
demonstrates that the failure is due to reasonable cause.®’

Recommendation

The Joint Committee staff recommends the consolidation into one penalty of the present-
law penaltiesimposed by the Internal Revenue Code and ERISA for failure to file the Form 5500
Series annual return/report for deferred compensation plans. The penalty that would result from
this consolidation would be no less than the existing ERISA penalty for failureto file. In
addition, the recommendation would designate the IRS as the agency responsible for
enforcement of the reporting requirements and replace the DFV C Program with asimilar
program under the IRS EPCRP, thereby reducing from three to one the number of government
agencies authorized to assess, waive, and reduce penalties for failure to file the Form 5500 series
annual return/report. The Secretary of the Treasury would be directed to consult with the
Secretary of Labor and the PBGC in imposing penalties. The recommendation also would repeal
the separate penalties for failureto file Schedule SSA or omission of arequired participant, for
failureto file Schedule B, and for failure to provide notification of a plan status change. For
penalty purposes, afailureto file Schedule SSA or omission of arequired participant, afailure to

%4 Code sec. 6692(€).

¥ Code sec. 6057(b).

% Treas. Reg. sec. 301.6057-2(b).
%7 Code sec. 6652(d)(2).
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file Schedule B, or afailure to provide notification of a plan status change would constitute a
failure to file a complete Form 5500 series annual return/report.

Analysis

The Form 5500 series annual return/report is crucial to the efforts of the IRS, the
Department of Labor and the PBGC to monitor retirement plan compliance with the applicable
requirements of the Code and ERISA. The information contained in the annual report/return also
isavailable to participants and beneficiaries who desire to learn about the operation and status of
thelir retirement plan. The penalties for failure to comply with the reporting requirements should
be clear enough to permit plan administrators to understand the consequences of noncompliance
and significant enough to motivate plan administrators to comply.

The separate penaltiesimposed by the Internal Revenue Code and ERISA for aplan
administrator’ sfailure to file atimely and complete Form 5500 series annual return/report result
in aconfusing penalty structure. Because Schedule SSA, Schedule B, and notification of aplan
status change are required as parts of the Form 5500 series annual return, afailureto file Schedule
SSA or an omission of arequired participant, afailure to file Schedule B, or afailure to provide
notification of a plan status change s, in effect, afailure to file a complete Form 5500 series
return. For penalty purposes, however, afailure or omission with respect to Schedule SSA or
Schedule B does not constitute a Form 5500 series failure and resultsin a different and potentially
significantly smaller penalty than the penalty for failure to file the Form 5500 series annual
return.®® A failure to provide notification of a plan status change produces the same result. The
separate Code and ERISA penalty provisions for the Form 5500 series annual report/return, and
the separate Code penalty provisions for Schedule SSA, Schedule B, and notification of aplan
status change, complicate the Form 5500 series annual return penalty structure and create the
possibility that a plan administrator may face multiple penalties for afailureto file one
return/report. A plan administrator that failsto file an annual return/report may be required to
pay six different penaltiesto three different government agencies, with five penalties based upon
the number of days following the due date of the return and the other penalty based upon aflat
dollar amount. If the plan administrator believes that the failure to file was due to reasonable
cause, the plan administrator may be required to demonstrate the existence of reasonable cause
to three different government agencies and may receive a different determination from each
agency as to the sufficiency of the demonstration. Six different penalties based upon different
theories for different components of the Form 5500 series annual return/report make it difficult
for plan administrators to understand the penalty structure, as well asfor the various agenciesto
administer the penalties.

%8 Rev. Rul. 84-54, 1984-1 C.B. 260.
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Based on its determination that the possible assessment of the significant ERISA penalties
for faillure to file may deter certain delinquent filers from voluntarily complying with the annual
reporting requirements under Title | of ERISA, the Department of Labor established the DFVC
Program in an effort to encourage voluntary annual reporting compliance.®® The possibility that,
notwithstanding use of the DFV C Program, a delinquent filer who is unable to demonstrate
reasonabl e cause may face a penalty under the Internal Revenue Code may discourage voluntary
compliance.

Furthermore, the separate and relatively less significant Schedule SSA, Schedule B, and
notification of plan status change penalties may imply that a plan administrator’ s obligations to
facilitate the Social Security Administration’ stracking of individual taxpayers deferred vested
retirement benefits, to demonstrate compliance with the minimum funding standards, and to
report the status of the plan are less important than the obligation to report basic plan
information. In light of the significant role that the Social Security Administration’s electronic
pension benefit record plays in ensuring that individuals receive their retirement benefits, the
fluctuations in permitted or required pension funding that can result from incorrect actuarial
assumptions, and the consequences of plan termination or merger, these implications are
inappropriate.

The recommendation would simplify the Form 5500 series penalty structure, reduce the
number of potential penaltiesfor failure to file, strengthen the incentive for plan administratorsto
comply with the Schedule SSA, Schedule B and plan status change notification requirements,
and promote the purpose of the DFV C Program to encourage voluntary compliance by
delinquent filers while retaining the most significant of the present-law penaltiesfor failureto file.
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|. Tax Exempt Organizations -- Clarify and I ncrease Penalty
for Failureto File Annual Information Returnsfor Charitable Remainder Trusts

Present L aw

Tax-exempt organizations (other than churches and certain small organizations) are
required to file an annual information return, Form 990 (Form 990-PF for private foundations),
with the Internal Revenue Service (“IRS"), and are subject to a penalty for failure to file such
returns equal to $20 for each day the failure to file continues, not to exceed the lesser of $10,000
or 5 percent of the organization’s gross receipts (sec. 6033 and sec. 6652(¢)(1)(A)). Inthe case of
tax-exempt organizations with gross receipts in excess of $1 million for any year, the penalty is
increased to $100 per day, not to exceed $50,000. Split-interest trusts (described in sec.
4947(a)(2)) and certain trusts claiming charitable deductions under section 642(c) also are
required to file an annual information return, Form 1041-A (sec. 6034). The pendlty for failureto
file Form 1041-A is $10 for each day the failure continues, up to a maximum of $5,000 with
respect to any one return (sec. 6652(c)(2)(A)). Split-interest trusts, including charitable remainder
trusts described in section 664, generally are required to file an additional annual information
return, Form 5227, which provides more information than reported on Form 1041-A regarding
the trust’sfinancial activities and whether the trust is subject to certain excise taxes imposed
under chapter 42 (Treas. Reg. sec. 53.6011-1(d)).>®

The penalty imposed under section 6652(c)(2)(A) for failureto file annual trust
information returns refers only to “areturn required under section 6034." Section 6034 grants the
Secretary of the Treasury authority to require the filing of information returns by split-interest
trusts and certain other trusts; however, because Form 5227 is required by regulation under
section 6011 rather than section 6034, the penaltiesimposed under section 6652(¢)(2) arguably do
not apply to atrust’sfailure to file Form 5227.

In 1996, Congress increased the penalties applicable to exempt organizations for failure to
fileannual returnsin order to provide agreater incentive to organizations to comply with the
filing requirements imposed by section 6033. The penalty imposed by section 6652(c)(2)(A) on
trusts that fail to file areturn required by section 6034 was not increased.

Recommendation

The Joint Committee staff recommends that the penalty imposed under section
6652(c)(2)(A) be clarified to apply to atrust’ sfailure to file Form 5227. In addition, the Joint

30 gplit-interest trusts are trusts where some but not all of the interest is held for
charitable purposes. Although these trusts are not private foundations, they are subject to some
of the private foundation rules.
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Committee staff recommends that the penalty imposed under section 6652(c)(2)(A), as applied to
atrust’sfailureto file Form 5227, be increased to the penalty amounts imposed by section
6652(c)(1)(A) for failure by atax-exempt organization to file Form 990 or 990-PF, and that
Congress consider whether it is appropriate to increase the penalty imposed under Section
6652(c)(2)(A) for failure to file returns required under section 6034 generally.

Analysis

Form 5227 is critical to the enforcement efforts of the IRS asit provides detailed
information regarding the financial activities of split-interest trusts and possible liability for the
private foundation excise taxes to which these trusts are subject. Increasing the penalty imposed
on trusts that fail to file required information returns and ensuring that al relevant returns are
covered by such penalty would encourage voluntary compliance by delinquent filers and would
assist the IRS in obtaining information about the activities of such trusts.
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J. General Administrative Recommendations
1. StandardsapplicabletothelRS

Discussion and Analysis

The standards applicable to the IRS as to whether it should raise and pursue an issuein an
audit or assess adeficiency are very important to taxpayers. These standards directly affect
taxpayersin that adecision by the IRS to raise or pursue an issue on audit can cause a taxpayer
to incur significant costs, such as the fees charged by professionals to assist the taxpayer in
resolving the matter and the time spent by the taxpayer working on the matter. Accordingly, if
the IRS raises a matter unnecessarily, a significant burden may be needlessly imposed on the
taxpayer. On the other hand, it may be difficult for the IRS to know at the early stages of an
inquiry whether it is appropriate to pursue a particular issue. Thisis particularly true because the
tax system is a self-assessment system, and the records and knowledge underlying a position on
atax return are uniquely in the control of the taxpayer. However, as an audit progresses, it
should in most instances become clearer whether it is appropriate to pursue a particular issue.
The decision as to whether or not to do so requires the exercise of sound judgment by IRS
personnel.

A primary articulation of the standards applicable to the IRS and its employeesis
contained in Revenue Procedure 64-22.' That document states:

The function of the Internal Revenue Service isto administer the Internal Revenue
Code. Tax policy for raising revenue is determined by Congress.

With thisin mind, it isthe duty of the Serviceto carry out that policy by correctly
applying the laws enacted by Congress; to determine the reasonable meaning of
various Code provisionsin light of the Congressional purpose in enacting them;
and to perform thiswork in afair and impartial manner, with neither a government
or ataxpayer point of view.

At the heart of administration isinterpretation of the Code. It isthe responsibility
of each person in the Service, charged with the duty of interpreting the law, to try
to find the true meaning of the statutory provision and not to adopt a strained
construction in the belief that heis“ protecting the revenue.” Therevenueis
properly protected only when we ascertain and apply the true meaning of the
statute.

¥l Rev. Proc. 64-22, 1964-1 C.B. 689.
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The Service aso has the responsibility of applying and administering thelaw in a
reasonable, practical manner. Issues should only be raised by examining officers
when they have merit, never arbitrarily or for trading purposes. At the sametime,
the examining officer should never hesitate to raise ameritoriousissue. Itisalso
important that care be exercised not to raise an issue or to ask a court to adopt a
position inconsistent with an established Service position.

Administration should be both reasonable and vigorous. It should be conducted
with aslittle delay as possible and with great courtesy and considerateness. It
should never try to overreach, and should be reasonable within the bounds of law
and sound administration. It should, however, be vigorousin requiring
compliance with law and it should be relentlessin its attack on unreal tax devices
and fraud.

The Code requires that the IRS pay ataxpayer’ s reasonable administrative and litigation
expenses under specified circumstances>? Among other requirements, the IRS is not required to
pay these amountsif the IRS can demonstrate that its position was substantially justified.
Accordingly, the fact that the IRS paid these expenses may be an indication that its position was
not substantially justified, as well as an indication that the IRS may be inappropriately pursuing
anissue. Thelack of published statistics and analytical information hinders the Congress and
taxpayers from assessing the extent to which the IRS may be inappropriately pursuing an issue
and from pursuing potential remediesto alleviate this problem.

Recommendations

The Joint Committee staff believes that the standards of conduct applicableto the IRS are
an important component of taxpayers perceptions of the relative fairness of the administration of
the tax laws. Just as the Joint Committee staff recommends elsewhere in this study that higher
standards be imposed on practitioners, the Joint Committee staff believesthat it is appropriate to
apply higher standards to the IRS. For example, severa provisions of the Internal Revenue
Manual (IRM) state that IRS employees should “not adopt a strained construction” of the
statute;*® this phrase is contained in the third paragraph of the Revenue Procedure quoted in its
entirety above. When, however, the Manual takes this phrase out of the larger context of the rest
of the Revenue Procedure, it may appear that an inappropriately low standard of conduct is

32 Sec. 7430.

3% |RM HB (30) (15)10 (January 31, 1994); see also, IRM 4240 424(16) (March 31, 1983);
IRM (39) 722.3 (December 2, 1992); IRM (39) 112 (December 2, 1992).
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applicable to the IRS** Accordingly, the Joint Committee staff recommends that the standards
articulated in this revenue procedure be revised to incorporate a higher standard of behavior by
the IRS, similar to that which would be imposed on practitioners by the Joint Committee staff
recommendations made elsewhere in this study.

The Joint Committee staff also recommends that the IRS be required to publish annually
statistics on the number of payments (whether as aresult of a settlement or judicial decision)
made pursuant to section 7430 and the total amount paid out. The IRS would also be required to
publish an analysis of the administrative issues that gave rise to the necessity of making these
payments and how these issues were resolved by the IRS. Both of these actions will permit the
Congress to assess the extent to which the IRS may be inappropriately pursuing an issue and to
pursue potential remedies to aleviate this problem.

2. Uniformity in penalty administration

Discussion and Analysis

Some penaltiesin the Code are imposed automatically (such asfor failure to file or failure
to pay), while others are imposed in response to the specific factual situation presented on atax
return (such as negligence). In addition, some penalties can be abated automatically, while others
are abated in response to a specific factual presentation made by the taxpayer. In general, most
penalties can be abated for reasonable cause, but the details of what constitutes reasonable cause
can vary somewhat from penalty to penalty as areflection of the differencesin the types of
behaviorsthat the different penalties are designed to deter. Both the manner in which penalties
are imposed and the manner in which they are abated can present issues for consideration with
respect to the uniformity of penalty administration.

The system of penalty administration has a number of goals and it is not aways possible
to reconcile them completely. One goal isuniformity of application of penalties (both in their
original imposition and in their abatement) for similarly situated taxpayers. Another goal isto
reflect the individual circumstances surrounding the failure for which the taxpayer is being
penalized. Another goal isto provide rapid resolution for taxpayers of disputes with the IRS,
including disputes over penalties. Accomplishing thisgoal entails giving “front line” IRS
employees the authority to resolve disputes (within certain parameters) on their own authority.

One challenge in providing proper tax administration is balancing all of these goals so that
one does not predominate at the expense of the others. For example, one theoretical way to
maximize uniformity might be to centralize the administration of penaltiesin one office. This

3% See Cornedl, The Service and the Private Practitioner, The American Journal of Tax
Policy, vol. 11:2:343, at 359-360 (1994).
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would, however, make it more difficult for taxpayers to reach arapid resolution of their disputes
with the IRS, because it could be more difficult for taxpayers to deal with a centralized penalty
administration structure than with the current locally-based structure. It could aso present
administrative difficulties, such as divorcing decisions concerning penalties from decisions
concerning the underlying liability, when in reality the two may be inextricably interconnected.
On the other hand, the maximization of the goal of reflecting individual circumstances could
adversely affect both uniformity and the rapid resolution of disputes. Similarly, maximizing the
rapid resolution of disputes could adversely affect both uniformity and individualization.

Balancing these goals necessarily means that any one of them will not be maximized.
Accordingly, a balanced approach means that some compromises will have to be made to permit
the most appropriate balancing of these goals.

Recommendations

| mpr ove statistical information

The Joint Committee staff recommends that the IRS devel op better information systems
to provide better statistical information on abatements and the reasons and criteriafor
abatements. Better statistical information enables more rigorous analysis of the systems to occur,
which provides the opportunity for problemsto surface and be dealt with in a systematic manner.

| mprove supervisory review

The Joint Committee staff recommends that the IRS improve the supervisory review of
the imposition of penalties aswell astheir abatement. GAO’ s report on abatements observes that
there are varying amounts of supervisory review of abatements; in some instances,
approximately 10% of abatements were reviewed by a supervisor, while for other types of
abatements less than 1% were reviewed. Improving the level of review of both penalty
imposition and abatement could improve both the uniformity of penalty administration and the
reflection of individual circumstances without unduly hindering the rapid resolution of disputes.
This could improve the fairness of the penalty system. Another benefit of increased review could
be a decline in the perception by some that penalties are on occasion asserted as away of
improving the IRS' s bargaining position with the taxpayer, rather than strictly because the
taxpayer’ s behavior justified the penalty. Because, however, the imposition of a penalty in many
instances requires the exercising of sound judgment regarding complicated facts and motivations
concerning which there may be disputes, it may be difficult to reduce this perceptionin a
meaningful way.

Another way to improve supervisory review would be to establish penalty oversight

committees, similar to the Transfer Pricing Penalty Oversight Committee established by the IRS
in 1996. That committee was established to provide “uniform administration” of the substantial
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understatement penalty applicable to transfer pricing adjustments,** and particularly “to ensure
uniform application of the reasonableness standard and the documentation standards on a
nationwide basis.”** The IRS should consider whether it would be valuable and appropriate to
establish administratively similar oversight committees with respect to other penalties. The
advantages would be greater uniformity in penalty administration and application. There are,
however, relatively few instancesin which this penalty has been applied to taxpayers,
consequently, National-office level review of this penalty may impose a significant administrative
burden on the IRS. By contrast, some penalties that apply to individuals (such as the penalty for
fallure to file tax returns) may be imposed millions of timesin ayear; this could make replication
of the Transfer Pricing Committee model impractical. There may, however, be ways in which the
principles of that model could be usefully applied to the more widely applied penalties.
Accordingly, the Joint Committee staff recommends that the IRS evaluate whether the principles
of thisreview model could be more broadly applied to other penalties.

3. Communications between taxpayersand the IRS

There are anumber of areas in which administrative improvements could be made to IRS
communications with taxpayers in connection with interest and penalties.

a. Power of attorney

Discussion and Analysis

More than half of all returnsfiled are prepared by tax return preparers. In many instances,
taxpayers who select a preparer to prepare the tax return also engage the preparer to deal with the
IRS on any issues that may arise with respect to that return. To accomplish this, the taxpayer
must file an authorization with the IRS before this can occur. Thisis called a power of attorney.
Taxpayers and preparers have experienced frequent problems related to these authorizations,
which were mainly attributable to the lack of a centralized database containing these
authorizations. The IRS recently announced®’ that it has created a universal database of these
authorizations, accessible by IRS employees regardless of the location of their office.

Recommendations

The Joint Committee staff believes that this new universal database has the potential to
eliminate many of the problems that taxpayers and preparers have experienced relating to these

3% Sec. 6662(€).
3% Announcement 96-16, 1996-13 |.R.B. 22 (March 25, 1996).
¥7 RS Information Release IR-1999-48 (May 24, 1999).
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authorizations, athough it is premature to assess the actual extent to which this new database will
do so.

b. Contactswith individuals

Discussion and Analysis

The address that an individual placeson hisor her tax return will be entered by the IRS
into the Individual Master File (IMF). In general, IRS notices must be sent to the taxpayer’s “last
known address.”**® Taxpayers can notify the IRS of a change of address by filing Form 8822
with the IRS Service Center for the old mailing address. |If the taxpayer later moves, however,
without notifying the IRS, correspondence will continue to be sent to the address on the return
and then forwarded by the Postal Service. Even if the taxpayer does notify an IRS office of the
address change, however, it is not certain that the change will be made to the IMF in atimely
manner. The IRS states that changes of address require a45-day processing period before
becoming effective in its systems.3* Similar problems often occur when taxpayers change their
names, usually asaresult of marriage. Not all taxpayers are aware of the necessity of notifying
the Socia Security Administration when their name changes, either through marriage or divorce.

One significant factor contributing to these difficultiesis the large number of independent
information systems maintained by the IRS that do not permit the sharing of information. The
systems modernization program currently underway at the IRS is designed to remedy these types
of problems. These problems can create difficulties for both taxpayers and the IRS. Many
provisions providing rights to taxpayers are dependent upon mailed notification to the taxpayer.
The administrative costs incurred by the IRS are also increased because of these administrative
difficulties.

Recommendations

38 Sec. 6212(b). An elaborate body of case law has devel oped to flesh out the contours
of the “last known address” requirements. For adiscussion of these cases, see Saltzman, IRS
Practice and Procedure, pp. 10-14 - 10-18 (2™ Ed., 1991). The requirement that notices be sent to
the taxpayer’s last known address was originally enacted in section 272(k) of the Revenue Act of
1928 (Pub. L. No. 562, 70" Cong.). The House Ways and Means Committee Report
accompanying thislegislation states “It is obviously impossible for the Commissioner to keep an
up-to-date record of taxpayers addresses.”

¥ Rev. Proc. 90-18, 1990-1 C.B. 491. The processing period may be even longer if the
taxpayer provides new address information on a Form 1040: for returnsfiled after February 14
and before June 1, the new address will be effective in the IRS s systems by July 16. I1d.
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The Joint Committee staff recommends that the IRS make it a high priority in itstax
systems modernization program to improve the processes by which the names and addresses of
individuals are updated. In particular, the Joint Committee staff recommends that the IRS
shorten significantly the 45-day processing time for address changes that is set forth in Revenue
Procedure 90-18. Also, the IRS should revise that revenue procedure to articulate the rules
applicable to changes of address contained on electronically filed tax returns. For example, one
method the IRS might consider employing to accomplish thiswould be to institute a system
similar to the comprehensive one recently inaugurated with respect to powers of attorney.

c. Contactswith businesses

Discussion and Analysis

Many businesses encounter problems with receiving penalty and interest notices (as well
as other notices) from the IRS. These problems are generally not related to moving or changing
names (asisthe case with individuals), but rather from the fact that many corporations pay a
variety of different types of taxes (income, employment, excise, etc.) and the different types of
taxes are handled differently for administrative purposes by the IRS. This can mean that different
offices of the IRS are issuing notices to the same corporation. Some corporations are structured
centrally, so that all these notices should properly be sent to one location. Other corporations are
structured so that different divisions operate autonomously, so that notices should properly be
sent to different locations depending on the type of tax. These notices do not always reach the
appropriate person at the corporation in atimely manner. This can happen because the IRS does
not put the proper name on the notice. Alternatively, the IRS may also create difficulties by
making a requested change of name or address, but doing it for types of taxes beyond what has
been requested by the taxpayer.

Recommendations

The Joint Committee staff recommends that the IRS establish administrative systems that
assure that the proper representative of ataxpayer receives the proper notice directly from the
IRS. For example, this could be accomplished by instituting a system similar to the
comprehensive one recently inaugurated with respect to powers of attorney. Another alternative
that the IRS should consider is whether it might be beneficial for all correspondence addressed to
business taxpayers to be addressed to the chief tax officer (or asimilar title), and not to specific,
named individuals.

d. More efficient modes of communication

Discussion and Analysis
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The IRS generally communicates with taxpayers (or their designated representatives) in
one of three methods. by mail, by telephone, or in person. Many telephone or in person contacts
areinitiated by the taxpayer, whereas many mail contacts are initiated by the IRS. Many of the
difficulties taxpayers encounter in the course of communicating with the IRS are inherent to mail
communications: documents missing in the mail, difficultiesin forwarding documents,
maintaining updated address records, etc.

Recommendations

The Joint Committee staff recommends that the IRS consider whether recent
technological advances, such as e-mail and the fax, permit the utilization of alternate means of
communicating with taxpayers to eliminate some of the difficulties with the present system. The
Joint Committee staff encourages the IRS to study thisissue and, if appropriate, to ater its
administrative systems. Because the mailing of some noticesis statutorily mandated, the IRS
should also, if appropriate, present legidative recommendations to the Congress for its
consideration.
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VIII. JOINT COMMITTEE STAFF RECOMMENDATIONSRELATING TO
CORPORATE TAX SHELTERS

This Part of the study addresses a corporation’ s participation in an arrangement in which
asignificant purpose is the avoidance or evasion of Federal income tax (commonly referred to as
a“corporate tax shelter”). Under present law, in addition to certain substantive provisions and
common-law doctrines, there are severa penalty provisionsthat in some fashion address
corporate tax shelters. A penalty and interest study, therefore, would not be complete without an
analysis of and recommendations with respect to the penalty regime asit relates to corporate tax
shelters.

The Joint Committee staff is convinced that present law does not sufficiently deter
corporations from entering into arrangements with a significant purpose of avoiding or evading
Federal income tax. The Joint Committee staff believes that certain clarifications and
enhancements to the present-law penalty provisions would provide an effective means for
deterring such behavior. Specifically, the Joint Committee staff recommends increasing the
penalty rate with respect to any understatement resulting from a corporate tax shelter from 20
percent to 40 percent of the understatement. In addition, specific indicators would be provided
which giverise to a conclusion that, with respect to a corporate participant, a significant purpose
of an arrangement is the avoidance or evasion of Federal incometax (i.e., that the arrangement is
acorporate tax shelter). The corporate tax shelter penalty could be reduced only if certain new
disclosure requirements are satisfied. The penalty could be completely abated only if, in addition
to disclosure, other high standards are met. The Joint Committee staff further believes that
payment of a penalty in connection with a corporate tax shelter may be indicative of corporate
behavior that is contrary to public policy and warrants disclosure to shareholders.

Corporate taxpayers are not the only culpable partiesinvolved in corporate tax shelter
activities. Therefore, the Joint Committee staff also recommends enhancing the penalties
applicable to promoters and advisers who aid or abet in connection with an understatement of tax
resulting from a corporate tax shelter. Recommendations also are made with respect to the
present-law registration requirements for promoters of corporate tax shelters. In addition,
recommendations are made with respect to increasing standards of tax practice in connection
with corporate tax shelters.

This Part of the study first discusses the background with respect to the corporate tax
shelter problem. Thisincludes adiscussion of statutory and common-law doctrines that may be
employed to address corporate tax shelters aswell as the relevant present-law penalty provisions
and standards of tax practice regarding tax shelters. The background section also briefly
discusses corporate tax shelter proposals made by the Administration in connection with the
President’ s Fiscal Y ear 2000 Budget Proposal in February 1999. Next, the study analyzesthe
modern corporate tax shelter problem. Common characteristics of a corporate tax shelter are
described, as well as factors that have contributed to the expansion of the corporate tax shelter
problem. A broad conceptual framework for responding to the corporate tax shelter problem
asoisprovided. Finaly, the study describesin detail the Joint Committee staff
recommendations for enhancing the penalty structure with respect to corporate tax shelters.
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A. Background
1. Application of present law to corporate tax shelters

Under present law, there is no clear, uniform standard as to what constitutes a corporate
tax shelter; however, there are a number of statutory provisions and judicia doctrines that
attempt to police corporate transactions in which a significant purpose is the avoidance or evasion
of Federal incometax. Additionally, the Codeitself defines corporate tax sheltersin avariety of
contexts.**

a. Statutory provisionslimiting tax benefitsin connection with tax shelters
(i) Section 269

If ataxpayer engages in certain transactions for the principal purpose of evading or
avoiding Federal income tax by securing the benefit of a deduction, credit, or other alowance
that would not otherwise have been available, the Secretary of the Treasury (the * Secretary”) has
the authority to disallow the resulting benefits. The Secretary may only exercise this special
authority with respect to three defined transactions: (1) if any person or persons acquire, directly
or indirectly, control (defined as at |east 50 percent of vote or value) of a corporation; (2) if a
corporation acquires, directly or indirectly, property of another corporation (not controlled,
directly or indirectly, immediately before the acquisition, by the acquiring corporation or its
stockholders) where the basis of the property is determined by reference to the basisin the hands
of the transferor corporation; or (3) if acorporation acquires at least 80 percent control (measured
by both vote and value, but excluding certain nonvoting preferred stock) of another corporation,
an election pursuant to section 338 isnot made, and the acquired corporation is liquidated
pursuant to a plan of liquidation adopted within two years after the acquisition date.

Because “tax shelter” transactions sometimes involve securing the benefits of deductions,
credits, or other allowances that would not have otherwise been available to the tax shelter

40 Section 6662(d)(2)(C)(iii) defines atax shelter for purposes of the understatement
penalty (see definition below); section 6111(a) imposes a registration requirement with respect to
certain tax shelters (see definition below); section 461(i)(3) defines atax shelter for purposes of
certain tax accounting rules as (1) an enterprise (other than a C corporation), the interestsin
which have been offered for sale in an offering required to be registered with a Federal or State
securities agency, (2) asyndicate (a partnership or other entity, other than a corporation that is
not an S corporation, if more than 35 percent of the losses of the entity are allocable to limited
partners or limited entrepreneurs), and (3) atax shelter (as defined in section 6662(d)(2)(C)(iii));
section 448(d)(3) generally adopts the section 461(i)(3) definition of atax shelter for purposes of
limiting the application of the cash method of accounting.
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participants, to the extent that the transaction involved is of the type described above, section 269
may apply to deny the anticipated tax benefits.

(i) Section 446

Section 446(b) providesthat if ataxpayer’s method of accounting does not clearly reflect
income, taxable income shall be computed under the method that, in the opinion of the
Secretary, does clearly reflect income. The Secretary has broad discretion to determine whether a
method of accounting clearly reflectsincome.® Asthe Tax Court in ACM v. Commissioner
observed, “ataxpayer’s method of accounting does not clearly reflect income when it does not
represent ‘ economic reality.’”*® Thus, to the extent that a corporate tax shelter involves deferrals
of income or acceleration of deductions or basis recovery, or otherwise involves methods of
accounting, the Secretary may employ section 446 as a substantive means to modify the
taxpayer’ s method of accounting in order to clearly reflect income.

(i) Section 482

Section 482 provides that when two or more entities are controlled directly or indirectly
by the same interests, the Secretary may distribute, apportion, or allocate income, deductions,
credits, or allowances between or among the entitiesin order to prevent the evasion of taxes or to
reflect clearly the income of an entity. The Internal Revenue Service (“IRS’) may assert section
482 as authority to counteract tax shelters that involve the misallocation of income among
different business entities.

In order to apply section 482 with respect to corporate tax shelters, the transaction in
guestion must involve transfers between or among “two or more entities. . . controlled . . . by the
sameinterests. . ..”* However, the IRS has adopted a broad interpretation of what it means to
be controlled for this purpose. Acting in concert to avoid taxes may cause two unrelated entities
to be considered part of the same controlled group.*®

4% Thor Power Tool v. Commissioner, 439 U.S. 522, 531 (1979); Commissioner v.
Hansen, 360 U.S. 446, 467 (1959); Eerrill v. Commissioner, 684 F.2d 261, 263 (3d Cir. 1982).

4% ACM Partnership v. Commissioner, 73 T.C.M. (CCH) 2189, 2214 (1997) (dictum)
(citing Prabel v. Commissioner, 882 F.2d 820, 826-27 (3d Cir. 1989)), aff’d in part and reversed in
part, 157 F.3d 231 (3d Cir. 1998), cert. denied, 1999 U.S. LEXIS 1899 (Mar. 22, 1999).

44 Sec. 482.
4% Treas. Reg. sec. 1.482-1(i)(4).
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The breadth of the section 482 definition of acontrol group isillustrated by the Ninth
Circuit case, Paccar, Inc. v. Commissioner.“® There, an independent warehouse company was
established solely to provide its customers with tax write-offs, pursuant to old inventory
accounting rules. The independent warehouse company’ s only business purpose was to service
tax avoidance clients, and it provided unimportant nontax-related servicesto those clients. The
Ninth Circuit held that the warehouse company was controlled by its clients and that its
transactions lacked economic substance. Therefore, the court upheld the Commissioner’s
redetermination of the petitioner’ s tax liability pursuant to section 482.

Three recent Field Service Advice Memoranda addressing certain lease stripping
transactionsillustrate the IRS s use of section 482 as a substantive rule in connection with
transactions for which the IRS also raised the sham transaction and economic substance
doctrines (discussed below).*” Hence, in certain circumstances section 482 may provide the IRS
with a statutory mechanism for addressing corporate tax shelter activity.

(iv) Section 7701(1)

Section 7701(1) provides: “[t]he Secretary may prescribe regulations recharacterizing any
multiple-party financing transaction as a transaction directly among any 2 or more of such parties
where the Secretary determines that such recharacterization is appropriate to prevent [the]
avoidanceof .. .tax....” The subsection authorizes Treasury to prescribe regulationsto deal
generally with complicated, tax-motivated lending transactions that lack economic substance.*®
On January 6, 1999, the IRS proposed regulations pursuant to section 7701(l) to eliminate the
abuse of “step down” or “fast pay” preferred stock (discussed in greater detail below).*® Earlier,
the IRS proposed regulations to deal with lease stripping transactions, which are intended to
allow one party to realize income from alease and another party to report depreciation
deductions related to that income, and issued final regulations dealing with certain conduit
financing arrangements.*® Hence, the authority granted under section 7701(l) provides the IRS
with yet another means to address certain corporate tax shelter arrangements involving financing
transactions.

406 849 F.2d 393 (1988), aff’g 85 T.C. 754 (1985).

Y7 Field Service Advice Memoranda 199920012 (May 21, 1999), 199914018 (Apr. 12,
1999), and 199909005 (Mar. 8, 1999).

4% See, e.q., Aiken Industries, Inc. v. Commissioner, 56 T.C. 925 (1971).

4® Prop. Treas. Reg. sec. 1.7701(1)-3.
40 Prop. Treas. Reg. sec. 1.7701(1)-2; Treas. Reg. sec. 1.881-3.
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b. Judicial doctrines applicableto tax shelters
(i) Overview

In addition to the statutory provisions discussed above, over the years the courts have
developed several doctrinesto deny certain tax-advantaged transactions their intended tax
benefits. These doctrines are not entirely distinguishable, and their application to a given set of
factsis often blurred by the courts and the IRS. There is considerable overlap among the
doctrines, and typically more than one doctrineis likely to apply to atransaction. Because of
these ambiguities, invocation of these doctrines can be seen as at odds with an objective, “rule-
based” system of taxation. Nonetheless, the doctrines provide a useful tool under present law to
police, at a minimum, the most egregious tax shelter abuses.**

The Supreme Court has made it clear that “[t]he legal right of ataxpayer to decrease the
amount of what otherwise would be histaxes, or altogether avoid them, by means which the law
permits, cannot be doubted.”*2 When ataxpayer, however, “crosses the line” such that what
was done, apart from tax motive, was not the thing which the statute intended, the tax advantage
should be denied.**®* The genera doctrines used to deny such tax benefits are (1) the sham
transaction doctrine, (2) the economic substance doctrine, (3) the business purpose doctrine, (4)
the substance over form doctrine, and (5) the step transaction doctrine.**

(i) Sham transaction doctrine

1 See, e.g., ACM v. Commissioner, 157 F.3d 231 (3d Cir. 1998), aff’g 73 T.C.M. (CCH)
2189 (1997).

42 Gregory v. Helvering, 293 U.S. 465, 469 (1935), aff’g 69 F.2d 809 (2d Cir. 1934). In
the lower court opinion with respect to this case, Judge Learned Hand stated this concept another
way: “Anyone may so arrange his affairs that histaxes shall be aslow as possible; he is not
bound to choose that pattern which will best pay the Treasury; there is not even a patriotic duty
to increase one' staxes.” 69 F.2d at 810.

43 Gregory, 293 U.S. at 469.

44 The Gregory caseis often cited as the seminal case with respect to several of these
doctrines, especially the sham transaction, economic substance, and business purpose doctrines.
For ageneral discussion of these doctrines, see Alvin C. Warren, Jr., The Requirement of
Economic Profit in Tax Motivated Transactions, 59 Taxes 985 (1981), and David P. Hariton,
Sorting Out the Tangle of Economic Substance, 52 Tax Law. 235 (1999).

Although many of the cases raising these doctrines deal with individual tax shelters, they
also have applied in the corporate context. See, e.q., ACM Partnership v. Commissioner, 73
T.C.M. (CCH) 2189; ASA Investeringsv. Commissioner, 76 T.C.M. (CCH) 325 (1998).
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Sham transactions are those in which the economic activity that is purported to giverise
to the desired tax benefits does not actually occur. The transactions have been referred to as
“facades’ or mere “fictions’#® and, in their most egregious form, one may question whether the
transactions might be characterized as fraudulent.

At aminimum, the sham transaction doctrine can be said to apply to a“sham in fact.” For
example, where ataxpayer purported to buy Treasury notes for a small down payment and a
financing secured by the Treasury notesin order to generate favorable tax benefits, but neither
the purchase nor the loan actually occurred, the court applied the sham transaction doctrine to
deny the tax benefits.*

Although the sham transaction doctrine generally applies when the purported activity
giving riseto the tax benefits does not actually occur, in certain circumstances, a transaction may
be found to constitute a sham even when the purported activity does occur. For example, if a
transaction is entered into to generate loss for the taxpayer, and the taxpayer actually has risk
with respect to the transaction, but that risk has been eliminated through a guarantee by a broker
that the broker will bear the market risk and that the only consequences to the taxpayer will be
the desired tax benefits, such transaction may be found to be “in substance” a sham.*’

Finally, as discussed above, the delineation between this doctrine (particularly as applied
to shams “in substance”) and the “economic substance’ and the “business purpose’ doctrines
(both discussed below) is not aways clear. Some courts find that if transactions lack economic
substance and business purpose, they are “shams’ notwithstanding that the purported activity
did actually occur.*8

(ilf) Economic substance doctrine

45 See, e.q., Knetsch v. United States, 364 U.S. 361 (1960) (disallowing deduction for
prepaid interest on a nonrecourse, riskless loan used to purchase deferred-annuity savings
bonds).

416 See Goodstein v. Commissioner, 267 F.2d 127, 131 (1% Cir. 1959). InASA
Investerings, the Tax Court disallowed losses on the grounds that the taxpayer and the foreign
bank in the transaction never actually entered into the purported partnership which was formed to
effectuate the transaction, implicitly applying the sham transaction doctrine.

47 See, 0., Yoshav. Commissioner, 861 F.2d 494 (7" Cir. 1988) (holding options
straddles to be shams because the broker insured the clients against market risk).

48 See United Statesv. Wexler, 31 F.3d 117, 124 (3d Cir. 1994). In Wexler, the promoter
of atax shelter was brought up on criminal fraud charges. Inthejury instructions, the court
blurred the distinction between sham transactions and transactions having no business purpose
or lacking economic substance.
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(A) Ingeneral

The courts generally will deny claimed tax benefits where the transaction giving rise to
those benefits lacks economic substance independent of tax considerations -- notwithstanding
that the purported activity did actually occur. The Tax Court has recently described the doctrine
asfollows:

Thetax law . . . requires that the intended transactions have economic substance
separate and distinct from economic benefit achieved solely by tax reduction. The
doctrine of economic substance becomes applicable, and ajudicial remedy is
warranted, where a taxpayer seeks to claim tax benefits, unintended by Congress,
by means of transactions that serve no economic purpose other than tax
savings.*®

The seminal authority most often credited for laying the foundation of the economic
substance doctrine is the Supreme Court and Second Circuit decisionsin Gregory v. Helvering.*®
In Gregory, atransitory subsidiary was established to effectuate, utilizing the corporate
reorganization provisions of the Code, atax advantaged distribution from a corporation to its
shareholder of appreciated corporate securities that the corporation (and its shareholder) intended
to sell. Although the court found that the transaction satisfied the literal definition of atax-free
reorganization, the Second Circuit held (and the Supreme Court affirmed) that satisfying the
literal definition was not enough:

[ T]he underlying presupposition is plain that the readjustment shall be undertaken
for reasons germane to the conduct of the venture in hand, not as an ephemera
incident, egregiousto its prosecution. To dodge the shareholder’ staxesis not one
of the transactions contemplated as corporate “reorganizations.” 4

Since the time of Gregory, several cases have denied tax benefits on the grounds that the

4 ACM, 73T.C.M. at 2215.
20 293 U.S, 465 (1935), aff’ g 69 F.2d 809 (2d Cir. 1934).
42l Gregory, 69 F.2d at 811.
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subject transactions lacked economic substance.*? The economic substance doctrine can apply
even when ataxpayer exposes itself to risk of loss and where there is some profit potential (i.e.,
where the transactions are real) if the facts suggest that the economic risks and profit potential
were insignificant when compared to the tax benefits*? In other words, the doctrine suggests a
balancing of the risks and profit potential as compared to the tax benefitsin order to determine
whether the transactions had “ purpose, substance or utility apart from their anticipated tax
conseguences.” 4%

(B) Modern application in corporate context: ACM

A recent application of the economic substance doctrine in the corporate context is well
illustrated by the Tax Court and Third Circuit opinionsin ACM Partnership v. Commissioner.*®
ACM involved an intricate plan designed to create |osses where the offsetting gains would escape
U.S. taxation.

42 See, e.d., Knetsch v. United States, 364 U.S. 361 (1960); Goldstein v. Commissione,
364 F.2d 734 (2d Cir. 1966) (holding that an unprofitable, leveraged acquisition of T-bills, and
accompanying prepaid interest deduction, lacks economic substance); Sheldon v. Commissioner,
94 T.C. 738 (1990) (holding that a marginally profitable, leveraged acquisition of T-bills, and
accompanying prepaid interest deduction, lacks economic substance, and imposing penalties);
Ginsburg v. Commissioner, 35 T.C.M. (CCH) 860 (1976) (holding that aleveraged cattle-breeding
program lacks economic substance).

2 See Goldstein v. Commissioner, 364 F.2d 734, 739-40 (2d Cir. 1966) (disalowing
deduction even though taxpayer has a possibility of small gain or loss by owning T-bills);
Sheldon v. Commissioner, 94 T.C. 738, 768 (1990) (stating, “potential for gain. . . is
infinitesimally nominal and vastly insignificant when considered in comparison with the claimed
deductions’).

44 Goldstein, 364 F.2d at 740. Even this articulation of the economic substance doctrine
will fall short in its application to some sets of facts. For example, taxpayers motivated solely by
tax considerations have been permitted by the courts to time their recognition of accrued
economic losses, notwithstanding that the IRS attacked such tax-motivated transactions as
lacking economic substance. See, e.q., Cottage Savings v. Commissioner, 499 U.S. 554 (1991)
(allowing losses, pursuant to section 1001(a), on exchanges of substantially identical mortgages);
Doylev. Commissioner, 286 F.2d 654 (7" Cir. 1961). InDoyle, the IRS argued that the
taxpayer’ s use of astraddle to recognize loss on its stock without taking itself out of its
ownership in the stock lacked economic substance; held: the transactions were at arm’ s length
and, therefore, bonafide so that the losses were allowed under section 165.

% 157 F.3d 231 (3d Cir. 1998).
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In ACM, Colgate-Palmolive Company had reported a sizeable capital gain in 1988
(approximately $105 million) from its sale of a subsidiary. Colgate wanted to avoid or minimize
paying Federal income tax on that gain.**® The transaction at issue was designed for that purpose:
i.e., to avoid ever paying tax on arealized gain.*’ The transaction originated with a proposal that
Merrill Lynch presented to Colgate in 1989 involving the formation of a partnership with a
foreign bank and utilization of specia ratable basis recovery rules under the section 453
regulations in connection with the purchase and sale of short-term securities.

Under the proposed transaction, a partnership would be formed in which aforeign bank
would hold a substantial interest. The partnership would buy short-term securities and shortly
thereafter sell them for the same price. The consideration for the sale would be approximately 70
percent cash and the remaining amount in installment notes that would provide for six
semiannual payments equal to a notional principal amount multiplied by the London Interbank
Offering Rate (“LIBOR”).*® These installment notes would be considered as contingent and,
therefore, would fall within the special ratable basis recovery rule under the section 453
regulations, which provide:

when a stated maximum selling price cannot be determined as of the close of the
taxable year in which the sale or other disposition occurs, but the maximum
period over which payments may be received under the contingent sale price
agreement is fixed, the taxpayer’ s basis (inclusive of selling expenses) shall be
allocated to the taxable years in which payment may be received under the
agreement in equal annual increments.*®

The result of the approach would be alarge gain in the first year that would be allocated
almost entirely to the foreign bank (with no U.S. tax consequences to the foreign bank). The
foreign bank’ sinterest in the partnership would then be redeemed. L osses would be created in
subsequent years that would almost entirely be allocated to Colgate and which could be carried
back to offset its capital gain from the sale of its subsidiary.

Colgate initially had reservations with respect to Merrill Lynch’s proposal becauseit did
not seem to serve Colgate' s business purposes.*® However, Colgate became interested in using

6 ACM, 73T.C.M. at 2191.

421 See Richard M. Lipton, Tax Opinions for Corporate Tax Shelters, 148 J. Tax'n 331,
334 (1997).

4% ACM, 73T.CM. at 2191.
42 Temp. Treas. Reg. sec. 15A.453-1(c)(3)(i).
40 ACM, 73T.CM. at 2191.
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the partnership to invest in its own debt in order to rebalance its debt portfolio.*! Colgate’ s debt
acquisition objectives were then incorporated into the tax reduction strategy.

To accomplish its goal, in November 1989, Colgate (through a subsidiary) formed a
partnership ("ACM") with asubsidiary of ABN, N.V. (aforeign bank), and a subsidiary of Merrill
Lynch. Each partner contributed cash. At the outset, ABN held an 82.6 percent interest in the
partnership, Colgate held a17.1 percent interest and Merrill Lynch a 0.3 percent interest. The
total contributions to the partnership were $205 million.

At the end of November 1989, ACM paid $205 million to purchase floating-rate notes that
were paying interest at arate that was only three basis points above the rate the funds were
already earning in deposit accounts. Theinterest rates on the floating-rate notes were scheduled
to reset only once amonth, and ACM had prearranged to dispose of the notesin a 24-day period
encompassing only one interest rate adjustment and virtually guaranteeing that ACM would have
no real exposure to interest rate or principal value fluctuations with respect to the notes.**
Twenty-four days later, ACM sold $175 million of the floating-rate notes in exchange for
$140 million in cash plus LIBOR notes worth an estimated $35 million.”* Colgate alone bore
virtualy all of the approximately $5 million in transaction costs.

With respect to the $175 million of notes sold in 1989, pursuant to Temporary Regulation
section 15A.453-1, ACM recovered only $29 million of its basis and therefore reported a $111
million capital gain, most of which was allocated to the foreign partner that was not subject to
U.S. tax.®

In 1991, pursuant to a preconceived plan, Colgate purchased part of ABN’sinterestin
ACM, and ACM redeemed the remainder of ABN's interest, leaving Colgate with a99.7 percent
interest. Subsequent to redeeming the foreign partner (and pursuant to the same plan), ACM
sold the LIBOR notes for $11 million, recognizing a capital loss of $85 million under Temporary
Regulation section 15A.453-1(c). Virtualy all of thisloss was allocated to Colgate. Hence, if
given effect for tax purposes, the transaction would have generated a capital 10ss producing atax
refund for Colgate (after carryback to offset its capital gain from the sale of its subsidiary) and an
offsetting capital gain that escaped U.S. taxation.

4L 1d. at 2192.
“2 ACM, 157 F.3d at 250 and n.35.

4% |n several transactionsin December 1989, proceeds of the sale were used to purchase
outstanding Colgate debt.

4 ACM, 73T.CM. at 2213.
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Both the Tax Court and the Court of Appealsfor the Third Circuit held that the
transaction lacked economic substance. The Third Circuit held that “both the objective analysis
of the actual economic consequences of ACM'’ s transactions and the subjective analysis of their
intended purposes support the Tax Court’s conclusion that ACM’ s transactions did not have
sufficient economic substance to be respected for tax purposes.”** The court observed that the
economic substance doctrine can apply equally to “shamsin substance” as*shamsin fact” and
that even when the purported activity in the transaction actually occurs, the transaction may be
disregarded when (other than tax consequences) the transaction resultsin “no net change in the
taxpayer’ s economic position.”** |n other words, as an objective matter, to be respected for tax
purposes, a transaction must have practical economic effects other than the creation of tax
losses.®” The court found that there was “alack of objective economic consequences arising
from ACM’s offsetting acquisition and virtually immediate disposition of the [floating-rate]
notes. . . . wefind that these transactions had only nominal, incidental effectson ACM’s net
economic position.” 4

The court stated that economic substance is a prerequisite to sustaining a transaction:

In order to be deductible, aloss must reflect actual economic consequences
sustained in an economically substantive transaction and cannot result solely from
the application of atax accounting rule to bifurcate aloss component of a
transaction from its offsetting gain component to generate an artificial loss, which,
asthe Tax Court found, is*“not economically inherent in” the transaction. 73
T.C.M. at 2215. . . . Based on our review of the record regarding the objective
economic consequences of ACM’ s short-swing, offsetting investment in and
divestment from the [floating-rate] notes, we find ample support for the Tax
Court’ s determination that ACM’ s transactions generated only “ phantom losses”
which cannot form the basis of a capital |oss deduction under the Internal
Revenue Code.*®

Finally, in addition to finding that the transaction lacked objective economic substance,
the court held that to be respected for tax purposes, a transaction must have, and the ACM
transaction did not have, a subjective nontax objective. The court found that:

“ ACM, 157 F.3d at 248.

6 1d. at 248.

437

=
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While ACM purported to combine the tax avoidance objective of Merrill Lynch’'s
initial May 1989 proposal with the nontax debt acquisition objectives incorporated
into subsequent proposals, ACM’ s pursuit of these two distinct objectives within
the same partnership cannot obscure the fact that the contingent installment
exchange, which was solely responsible for the tax consequences at issue, was
executed independently of, did not further, and in fact impeded ACM’ s pursuit of
its nontax debt acquisition objectives. ... Thus, the nontax motivations behind
ACM'’ s debt purchase do not alter the fact that the contingent installment sale was
motivated only by tax avoidance purposes.*?

In short, the court held that a transaction must have sufficient objective economic
substance and subjective business motive to be respected for tax purposes, and the ACM
transaction lacked both.

(C) Special application: leasing transactions

A line of authorities has devel oped addressing economic substance (and, as discussed
below, business purpose) specifically in connection with leasing transactions. The focus with
respect to leasing transactions (particularly leveraged leases and sale-leaseback transactions) is
who should be entitled to the benefits of tax ownership such as depreciation deductions.

The determination of tax ownership sometimes overlaps with the determinations of
whether the transactions have economic substance and business purpose. The Supreme Court
articulated the standard asfollows: “where. . . thereis a genuine multiple-party transaction with
economic substance which is compelled or encouraged by business or regulatory realities, is
imbued with tax-independent considerations, and is not shaped solely by meaningless labels
attached, the Government should honor the allocation of rights and duties effectuated by the
parties.”** The Fourth Circuit has interpreted Frank Lyon to require atwo-prong analysis with
respect to sale-leaseback transactions. namely, the court “must find that the taxpayer was
motivated by no business purpose other than obtaining tax benefitsin entering the transaction,
and that the transaction has no economic substance because no reasonable possibility of profit
exists.”*? |n analyzing the economic substance of aleasing transaction, the Tax Court found that
economic substance was not supported where the discounted present value of the future rental

40 1d. at 256 n.48.

4“1 Frank Lyon Co. v. Commissioner, 435 U.S. 561, 583-84 (1978).

42 Rice's Toyota World v. Commissioner, 752 F.2d 89, 91-92 (4" Cir. 1985).
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income and sale proceeds would be less than the present value of the amount expended by the
investors.

In addition to its application by the courts, economic substance is a component of the
guidelines that were adopted in 1975 by the IRS for advance ruling purposes with respect to
determining whether certain transactions purporting to be leases of property are, in fact, leases for
Federal income tax purposes.** The guidelines require that the lessor represent and demonstrate
that it expectsto receive a profit, apart from the value of or benefits obtained from tax
deductions, alowances, credits, and other tax attributes arising from such transaction.

(iv) Business purpose doctrine

Another doctrine that overlays and is often considered together with (if not part and
parcel of) the sham transaction and economic substance doctrines is the business purpose
doctrine. Although numerous authorities apply this doctrine in the context of individuals or
partnerships, as the discussion above with respect to ACM makes clear, the doctrine equally
appliesin the corporate context. Additionally, the doctrine is not limited to cases where the
relevant statutory provisions by their terms require a business purpose or profit potential .**®

In its common application, the courts use business purpose (in combination with
economic substance, as discussed above) as part of atwo-prong test for determining whether a
transaction should be disregarded for tax purposes: (1) the taxpayer was motivated by no
business purpose other than obtaining tax benefits in entering the transaction, and (2) the
transaction lacks economic substance.*® In essence, a transaction will only be respected for tax
purposesif it has “ economic substance which is compelled or encouraged by business or

43 Hilton v. Commissioner, 74 T.C. 305, 353 n.23 (1980), aff’d 671 F.2d 316, 317 (9" Cir.
1982). The Tax Court arrived at the present value using a six-percent discount rate found in the
estate tax regulations for purposes of making actuarial valuations. Although affirmed on appeal,
the Ninth Circuit observed that the six-percent rate was illustrative only and that no suggestion of
aminimum required rate of return isintended. See also Estate of Franklin v. Commissioner, 544
F.2d 1045 (9" Cir. 1976). In Estate of Franklin, property was overvalued when acquired by the
lessor, and the lessor had no reasonabl e expectation of aresidual value, so the court held that the
lessor had no depreciable investment in the property and the nonrecourse debt was not true debt.

““ Rev. Proc. 75-21, 1975-1 C.B. 715.
“5 ACM, 157 F.3d at 253; Goldstein, 364 F.2d at 736; Wexler, 31 F.3d at 122.

4“6 Rice' s ToyotaWorld, 752 F.2d at 91.
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regulatory redlities, isimbued with tax-independent considerations, and is not shaped solely by
tax-avoidance features that have meaningless |abels attached.” 4

The business purpose test is a subjective inquiry into the motives of the taxpayer -- that is,
whether the taxpayer intended the transaction to serve some useful nontax purpose.*® Finaly,
where appropriate, the court may bifurcate a transaction in which independent activities with
nontax objectives have been combined with an unrelated transaction having only tax-avoidance
objectivesin order to establish a business purpose for the overall transaction.*® Thus, ataxpayer
cannot utilize an unrelated business objective to hide the lack of business purpose with respect to
the particular tax-motivated activities.

(v) Substanceover form doctrine

The concept of the substance over form doctrine is that the tax results of an arrangement
are better determined based on the underlying substance rather than an evaluation of the mere
formal steps by which the arrangement was undertaken. For instance, two transactions that
achieve the same underlying result should not be taxed differently simply because they are
achieved through different legal steps. The Supreme Court has found that a*“ given result at the
end of astraight path is not made a different result because reached by following a devious
path.”*° However, many areas of income tax law are very formalistic and, therefore, it is often
difficult for taxpayers and the courts to determine whether application of the doctrineis

appropriate.

While tax cases have been decided both ways, the IRS generally has the ability to
recharacterize atransaction according to its underlying substance. Taxpayers, however, are
usually bound to abide by their chosen legal form.*! In Nationa Alfalfa Dehydrating & Mill &
Co., the Supreme Court ruled as follows:

47 Frank Lyon Co., 435 U.S. at 561. Cf. Esmark v. Commissioner, 90 T.C. 171, 198
(1988), aff’ d without published opinion, 886 F.2d 1318 (7*" Cir. 1989) (not disregarding steps of a
transaction where, for example, atender offer was not a“‘mere device' having no business
purpose’).

4“8 Seeeg., Rice'sToyotaWorld, 752 F.2d at 89; ACM, 157 F.3d at 231; Peerless Indus.
v. Commissioner, 1994-1 U.S.T.C. (CCH) para. 50,043 (E.D. Pa. 1994).

“9 ACM, 157 F.3d at 256 n.48.

40 Minnesota Tea Co. v. Helvering, 302 U.S. 609, 613 (1938).

1 Commissioner v. Danielson, 378 F.2d 771 (3d Cir. 1967), cert. denied, 389 U.S. 858
(1967); In the matter of: Insilco Corporation v. United States, 53 F.3d 95 (5" Cir. 1995).
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This Court has observed repeatedly that, while ataxpayer isfreeto organize his
affairs as he chooses, nevertheless, once having done so, he must accept the tax
consequences of his choice, whether contemplated or not, [citations omitted], and
may not enjoy the benefit of some other route he might have chosen to follow but
did not.*2

The IRS has published administrative guidance that applies the substance over form
doctrinein avariety of contexts.**® Taxpayers and tax practitioners apply these pronouncements,
aswell as certain favorable court cases, as an exception to the general rule that taxpayers are
bound by their chosen form.

(vi) Step transaction doctrine

An extension of the substance over form doctrine is the step transaction doctrine. The
step transaction doctrine “treats a series of formally separate ‘ steps’ as a single transaction if such
steps are in substance integrated, interdependent, and focused toward a particular result.”** The
courts have generally developed three methods of testing whether to invoke the step transaction
doctrine: (1) the end result test, (2) the interdependence test, and (3) the binding commitment
test.

The end result test is the broadest of the three articulations. The end result test examines
whether it is apparent that each of a series of steps are undertaken for the purpose of achieving
the ultimate result.®® The interdependence test attempts to prove that each of the steps were so
interdependent that the completion of an individual step would have been meaningless without
the completion of the remaining steps. The binding commitment test is the narrowest of the three

%2 Commissioner v. National Alfalfa Dehydrating & Mill Co., 417 U.S. 134, 149 (1974).
See also Higgens v. Smith, 308 U.S. 473, 477 (1940).

43 See Rev. Rul. 78-397, 1978-2 C.B. 150, Rev. Rul. 83-142, 1983-2 C.B. 68, and Rev.
Rul. 80-154, 1980-1 C.B. 68 (disregarding circular cash flowsin transactions); Rev. Rul. 73-427,
1973-2 C.B. 301 (viewing areverse subsidiary merger as ataxable stock purchase); Rev. Rul. 67-
274, 1967-2 C.B. 141 (treating “B” reorganization followed by liquidation of acquired corporation
asa“C” reorganization); Rev. Rul. 68-602, 1968-2 C.B. 135 (not respecting contribution of debt
from a creditor-shareholder to a debtor-subsidiary for purposes of determining whether the
subsidiary is eligible for tax-free liquidation).

44 Penrod v. Commissioner, 88 T.C. 1415, 1428 (1987).

4% King Enterprises, Inc. v. United States, 418 F.2d 511, 516 (Ct. Cl. 1969).

-196-



articulations and looks to whether, at the time the first step is entered into, thereisalegally
binding commitment to complete the remaining steps.**®

In determining whether to invoke the step transaction doctrine, the courts have looked to
two primary factors: (1) the intent of the taxpayer,’ and (2) the temporal proximity of the
separate steps. If ataxpayer can provide evidence that at the time the first of a series of stepswas
undertaken, there was no plan or intention to effect the other steps, then the transactions should
not be stepped together. An important factor that supports ataxpayer’s lack of intent is found
where subsequent steps are prompted by external, unexpected events that are beyond the
taxpayer’s control. Where thereisno legally binding commitment to engage in subsequent steps
after undertaking the initial transaction, the span of time between the eventsis an important
measure in determining whether the transactions should be stepped together. A significant lapse
of time between a series of transactions should prevent the application of the step transaction
doctrine.*®

The step transaction doctrine may not be invoked in all cases, irrespective of the
taxpayer’ s intent or the temporal relationship of the separate steps. Aside from a caseinvolving a
legally binding agreement,” if each of a series of steps has independent economic significance,
the transactions should not be stepped together.*® Also, the courts have not permitted the
application of the step transaction doctrineif its application would create steps that never actually
occurred.®! This limitation is sometimes viewed as prohibiting the use of the step transaction
doctrine where the alternative transaction has at least the same number of steps.®> Another
possible limiting factor to the application of the step transaction doctrine is when the stepsin a
series of transactions are separated by areal and meaningful shareholder vote to continue with

46 Commissioner v. Gordon, 391 U.S. 83, 96 (1968).

47 McDonalds Restaurants of 1ll. v. Commissioner, 688 F.2d 520 (7" Cir. 1982).

48 Cal-Maine Foods, Inc. v. Commissioner, 93 T.C. 181 (1989) (by implication); Martin
D. Ginsburg et al., Mergers, Acquisitions, and Buyouts, para. 608.2.2 (Apr. 1999 edition).

49 J.E. Seagram Corp. v. Commissioner, 104 T.C. 75 (1995).

40 Reef Corporation v. Commissioner, 368 F.2d 125 (5" Cir. 1966); Rev. Rul. 79-250,
1979-2 C.B. 156, modified by Rev. Rul. 96-29, 1996-1 C.B. 50.

41 Esmark, Inc. v. Commissioner, 90 T.C. 171 (1988), aff’ d without published opinion,
886 F.2d 1318 (7"" Cir. 1989); Walt Disney, Inc. v. Commissioner, 97 T.C. 221 (1991); Grovev.
Commissioner, 490 F.2d 241 (2d Cir. 1973).

42 West Coast Marketing Corporation v. Commissioner, 46 T.C. 32 (1966); Rev. Rul. 70-
140, 1970-1 C.B. 73.
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the subsequent steps. While such a shareholder vote may be an indication of separate, unrelated
steps, particularly when the corporation is publicly traded, it may not be determinative. Finadly,
as discussed above, the IRS and not the taxpayer generally hasthe ability to recharacterize a
series of transactions under the step transaction doctrine.

c. Tax shelter penalties

(i) Civil penaltiesrelating to tax shelters

(A) Taxpayer penalties

Accuracy-related penalty (sec. 6662).--The accuracy-related penalty, which isimposed at
arate of 20 percent, appliesto the portion of any underpayment that is attributable to (1)
negligence, (2) any substantial understatement of income tax, (3) any substantial valuation
misstatement, (4) any substantial overstatement of pension liabilities, or (5) any substantial estate
or gift tax valuation understatement. If the correct income tax liability for ataxable year exceeds
that reported by the taxpayer by the greater of 10 percent of the correct tax or $5,000 ($10,000 in
the case of most corporations), then a substantial understatement exists and a penalty may be
imposed equal to 20 percent of the underpayment of tax attributable to the understatement.

In determining whether a substantial understatement exists, the amount of the
understatement generally is reduced by any portion attributable to an itemif (1) the treatment of
the item is supported by substantial authority, or (2) facts relevant to the tax treatment of the item
were adequately disclosed and there was a reasonable basis for its tax treatment. 1n no event
does a corporation have areasonable basis for its tax treatment of an item attributable to a
multi-party financing transaction if such treatment does not clearly reflect the income of the
corporation.

Special rules apply for “tax shelters.” With respect to tax shelter items of non-corporate
taxpayers, the penalty may be avoided only if the taxpayer establishes that, in addition to having
substantial authority for the position, the taxpayer reasonably believed that the treatment claimed
was more likely than not the proper treatment of the item. This reduction in the penalty is
unavailable to corporate tax shelters. For these purposes, section 6662(d)(2)(C)(iii) defines atax
shelter as (1) apartnership or other entity, (2) an investment plan or arrangement, or (3) any other
plan or arrangement, if a significant purpose of such partnership, entity, plan or arrangement is
the avoidance or evasion of Federal income tax.

The understatement penalty generally is abated (even in the case of corporate tax shelters)
in cases where the taxpayer can demonstrate that there was “ reasonable cause” for the
underpayment and that the taxpayer acted in good faith.*® The relevant regulations provide that

483 Sec. 6664(C).
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reasonabl e cause exists where the taxpayer “reasonably reliesin good faith on an opinion based
on aprofessional tax advisor’s analysis of the pertinent facts and authorities [that] . . .
unambiguously concludes that there is a greater than 50-percent likelihood that the tax treatment
of theitem will be upheld if challenged by the Internal Revenue Service.”

Fraud penalty (sec. 6663).--The accuracy-related penalty under section 6662 discussed
above does not apply to any underpayment of tax that is attributable to fraud. Rather, a penalty
under section 6663 equal to 75 percent of the understatement may be imposed. The IRS must
establish by clear and convincing evidence that an understatement of tax exists and that an
understatement is attributable to fraud. The courts have defined fraud to mean an intentional
wrongdoing on the part of ataxpayer motivated by a specific purpose to evade atax known or
believed to be owing.*®

(B) Nontaxpayer penalties

Understatement of taxpayer’s liability by income tax preparer (sec. 6694).--Section 6694
imposes a monetary penalty on income tax preparers for any understatement of tax liability on a
tax return due to a position for which there was not arealistic possibility of success of being
sustained on its merits, but only if (1) the return preparer knew (or reasonably should have
known) of the position, and (2) the position was not adequately disclosed on the return or was
frivolous.

An “income tax preparer” means any person who prepares for compensation, or who
employs other people to prepare for compensation, all or a substantial portion of an income tax
return or claim for refund.*®

The penalty is $250 with respect to each return, unless the preparer establishes that there
was reasonabl e cause for the understatement and the preparer acted in good faith. The penalty

44 Treas. Reg. sec. 1.6662-4(g)(4)(i)(B); Treas. Reg. sec. 1.6664-4(c). Although rare, from
time to time accuracy related penalties have been asserted in the context of tax shelters generaly.
See, e.q., Sheldon v. Commissioner, 94 T.C. 738, 769-70 (1990). In the corporate context
specificaly, see, e.q., Leema Enterprisesv. Commissioner, 77 T.C.M. (CCH) 1261 (1999)).
Because of the lack of clarity of the various economic substance and business purpose doctrines,
however, courts are often reluctant to impose penalties in corporate tax shelter cases. See, e.q.,
Peerless Indus. v. United States, 94-1 U.S.T.C. (CCH) para. 50,043 (E.D. Pa. 1994).

4 Stoltzfus v. United States, 398 F.2d 1002, 1004 (3d Cir. 1968), cert. denied, 393 U.S.
1020 (1969); Powell v. Granquist, 252 F.2d 56, 60 (9" Cir. 1958); Webb v. Commissioner, 394
F.2d 366, 377 (5" Cir. 1968); Jenkins v. United States, 313 F.2d 624 (5" Cir. 1963).

%6 Sec, 7701(a)(36)(A).
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amount isincreased to $1,000 if any part of the understatement is due to the preparer’ s willful
conduct, or reckless or intentional disregard of the rules and regulations.

Other assessable penalties with respect to the preparation of income tax returns for other
persons (sec. 6695).--Section 6695 imposes a penalty on any income tax return preparer who, in
connection with the preparation of anincometax return, failsto: (1) furnish the taxpayer with a
completed copy of the tax return; (2) sign the tax return (if required to do so by regulations); (3)
furnish the proper identification number with respect to the tax return; (4) retain a copy of the
completed return or alist (with names and taxpayer identification numbers) of the taxpayers for
whom areturn was prepared; or (5) comply with certain due diligence requirementsin
determining ataxpayer’s éligibility for the earned income credit. Section 6695 also prohibits an
income tax preparer from endorsing or otherwise negotiating a refund check that isissued to the
taxpayer. In most cases, the penalty is $50 for each failure, with a maximum penalty of $25,000
per category. Thefailureto comply with the due diligence requirements in determining ligibility
for the earned income credit carries a $100 penalty for each failure.

Promoting abusive tax shelters (sec. 6700).--Section 6700 imposes a penalty on any
person who organizes, assists in the organization of, or participates in the sale of any interest in, a
partnership or other entity, any investment plan or arrangement, or any other plan or
arrangement, if in connection with such activity the person makes or furnishes aqualifying false
or fraudulent statement or a gross valuation overstatement. A qualified false or fraudulent
statement is any statement with respect to the allowability of any deduction or credit, the
excludability of any income, or the securing of any other tax benefit by reason of holding an
interest in the entity or participating in the plan or arrangement which the person knows or has
reason to know isfalse or fraudulent as to any material matter. A “gross valuation
overstatement” means any statement as to the value of any property or servicesif the stated value
exceeds 200 percent of the correct valuation, and the value is directly related to the amount of
any allowable income tax deduction or credit.

The amount of the penalty equals $1,000 (or, if the person establishes that it isless, 100
percent of the grossincome derived or to be derived by the person from such activity). In
calculating the amount of the penalty, the organizing of an entity, plan or arrangement and the
sale of each interest in an entity, plan, or arrangement constitute separate activities. A penalty
attributable to a gross val uation misstatement can be waived on a showing that there was a
reasonable basis for the valuation and it was made in good faith.

Aiding and abetting understatement of tax liability (sec. 6701).--Section 6701 imposes a
penalty on any person who (1) aids, assists, procures, or advises with respect to the preparation
or presentation of any portion of areturn, affidavit, claim, or other document, (2) knows (or has
reason to believe) that the document will be used in connection with any material matter arising
under the internal revenue laws, and (3) knows that the document would result in an
understatement of another person’stax liability. The concept of aiding or abetting requires
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“direct involvement” in the preparation or presentation of atax return or other tax-related
document.**’

Several definitions and special rules apply. The penalty appliesto a person who orders
(or otherwise causes) a subordinate to do an act, as well as a person who knows of, and does not
attempt to prevent, participation by a subordinate in an act. A subordinate means any other
person over whose activities the person subject to the penalty has direction, supervision, or
control. The penalty applies whether or not the understatement is with the knowledge or consent
of the persons responsible for the return or other document. By contrast, a person furnishing
typing, reproducing, or other mechanical assistance is not subject to the penalty.

The penalty for aiding and abetting with respect to an individua’ stax liability is $1,000;
the penalty is $10,000 if the aiding and abetting is with respect to a corporation’ stax liability. A
person can only be subject to this penalty once with respect to a particular taxpayer per period.
Courts have held that there is no statute of limitations for purposes of applying this penalty.*®

Coordination rules apply such that a person who is subject to the aiding and abetting
penalty is not also subject to the return preparer penalty (sec. 6694) or the promoter penalty (sec.
6700).

Reqistration of tax shelters (sec. 6111).--Section 6111 requires an organizer of atax shelter
to register the tax shelter with the Secretary not later than the day on which the shelter isfirst
offered to potential users. A tax shelter for this purpose means any investment with respect to
which any person could reasonably infer from the representations made, or to be made, in
connection with the offering for sale of interests in the investment that the tax shelter ratio® for
any investor as of the close of any of thefirst five years ending after the date on which such
investment is offered for sale may be greater than two to one and whichis: (1) required to be
registered under Federal or State securities laws, (2) sold pursuant to an exemption from
registration requiring the filing of a notice with a Federal or State securities agency, or (3) a
substantial investment (greater than $250,000 and at least five investors).*®

%7 See Staff of the Joint Committee On Taxation, 97" Cong., General Explanation to the
Tax Equity and Fiscal Responsibility Act of 1982, 220.

%8 Mullikin v. United States, 952 F.2d 920, 922-929 (6" Cir. 1991): see also Kraye .
United States, 93-1 U.S.T.C. (CCH) para. 50,047 (D.N.M. 1992).

49 Thetax shelter ratio is, with respect to any year, the ratio which the aggregate amount
of the deductions and 350 percent of the credits, which are represented to be potentially alowable
to any investor, bears to the investment base (money plus basis of assets contributed) as of the
close of thetax year.

0 Sec, 6111(C).
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In addition, certain arrangements are treated as tax shelters for purposes of the registration
requirement if: (1) asignificant purpose of the arrangement is the avoidance or evasion of
Federal income tax for a corporate participant; (2) the arrangement is offered under conditions of
confidentiality; and (3) the tax shelter promoter may receive feesin excess of $100,000 in the
aggregate. An arrangement is offered under conditions of confidentiality if: (1) an offeree (or
any person acting on its behalf) has an understanding or agreement to limit the disclosure of the
transaction or any significant tax features of the transaction; or (2) the promoter claims, knows,
or has reason to know that a party other than the potential participant claims that the transaction
(or any aspect of it) is proprietary to the promoter or any party other than the offeree, or is
otherwise protected from disclosure or use. The registration provision with respect to these
arrangements is effective for offerings made after the date the Treasury Department issues
guidance in connection with such arrangements. At the time of publication of this study, the
requisite guidance has not yet been issued; accordingly, this provision is not yet effective.

Any tax shelter registration must include: (1) information identifying and describing the
tax shelter, (2) information describing the tax benefits of the tax shelter represented (or to be
represented) to investors, and (3) such other information as the Secretary may prescribe.

Under section 6707, the penalty for failing to timely register atax shelter (or for filing false
or incomplete information with respect to the tax shelter registration) generally isthe greater of
one percent of the aggregate amount invested in the shelter or $500. However, if the tax shelter
involves an arrangement offered to a corporation under conditions of confidentiality, the penalty
isthe greater of $10,000 or 50 percent of the fees payable to any promoter with respect to
offerings prior to the date of late registration. Intentional disregard of the requirement to register
increases the penalty to 75 percent of the applicable fees.

Section 6707 also imposes (1) a $100 penalty on the promoter for each failure to furnish
the investor with the required tax shelter identification number, and (2) a $250 penalty on the
investor for each failure to include the tax shelter identification number on areturn.

Section 6112 requires promoters to maintain alist identifying each person who was sold
an interest in any tax shelter with respect to which registration was required under section 6111
(even though the particular party may not have been subject to confidentiality restrictions).
Under section 6708, the penalty for failing to maintain the list required under section 6112 is $50
for each name omitted from the list (with a maximum penalty of $100,000 per year).

(i) Injunctive actions

(A) Action to enjoin incometax return preparers (sec. 7407)

Under section 7407, the Secretary may bring acivil action in district court to enjoin atax
return preparer from further engaging in conduct (1) described in section 6694 (the
understatement of tax liability by areturn preparer penalty, discussed above) or section 6695
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(other assessable penalties with respect to the preparation of income tax returns, also discussed
above), (2) misrepresenting his eligibility to practice or his experience or education, (3)
guaranteeing the payment of any tax refund or allowance of any tax credit, or (4) engaging in any
other fraudulent or deceptive conduct which substantially interferes with the proper
administration of the Internal Revenue laws. For repeat offenses, the court may enjoin the
person from acting as an income tax preparer.

(B) Action to enjoin promoters of abusive tax shelters (sec. 7408)

Under section 7408, the Secretary may bring acivil action in district court to enjoin a
person from further engaging in conduct subject to penalty under section 6700 (the penalty for
promoting abusive tax shelters, discussed above) or section 6701 (the penalties for aiding and
abetting the understatement of tax liability, also discussed above). Consequently, statements
incidental to the operation of an abusive tax shelter, in addition to statements made in the
organization or sale of an abusive tax shelter, are subject to injunction. These actions may be
brought in the United States District Court for the district in which the promoter resides, has his
principal place of business, or has engaged in the conduct subject to the penalty. If acitizen or
resident of the United States does not reside in or have a principal place of businessin any U.S.
judicial district, such citizen or resident istreated as aresident of the District of Columbia.

The court may grant injunctive relief against any person if it finds (1) that the person has
engaged in any conduct subject to the penalty, and (2) that injunctive relief is appropriate to
prevent recurrence of such conduct.** The IRS does not need to assess or collect the penalty
prior to proceeding with an injunction.*”? In addition, case law hasindicated that traditional
equity factors such asirreparable injury and likelihood of success on the merits need not be
considered, provided that the government has satisfied the statutory requirements.*”

4™ 1n addition to the specific injunction actions under sections 7407 and 7408, under
section 7402(a), the United States is empowered to seek, and the United States District Court to
grant, such decrees or orders, and processes (including injunctions) as may be necessary to
enforce the internal revenue laws. The court also has full authority to act under its general equity
jurisdiction and possesses the great |atitude inherent in equity jurisdiction to fashion appropriate
equitable relief. For example, a court could enjoin particular conduct or enjoin all conduct
subject to the penalty. In addition, the court could enjoin any action tending to impede the
proper administration of the tax law or any action which violates criminal statutes. Seee.q.,
United States v. L andsberger, 692 F.2d 501 (8" Cir. 1982).

42 See S, Rep. No. 494, 97" Cong., 2™ Sess. 266-69 (1982).

478 See United States v. Estate Preservation Serv., 38 F.Supp. 2d 846, 850 (E.D. Cal. 1998)
(holding that because section 7408 expressly authorizes the issuance of an injunction, the
traditional requirements for equitable relief need not be satisfied); see also United Statesv. H& L
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2. Standardsof tax practice and professional conduct regarding tax shelters
a. Circular 230 — Treasury regulations which govern practice before IRS

Anindividual who isamember in good standing of the bar of the highest court of a State
may represent a person before the IRS.#* Similarly, an individual who is duly qualified to practice
as a certified public accountant in a State may represent a person before the IRS.4* Individuals
not qualifying under either the attorney or the certified public accountant rules may represent a
person before the IRS if they qualify either by passing an examination or by nature of their
previous employment with the IRS.#

The Treasury Department is authorized to regulate the practice of representatives before
the Treasury Department (which includes the IRS), and (after notice and opportunity for a
proceeding) to suspend or disbar any representative from practice before the Treasury
Department for aviolation of such rules and regulations”” In accordance with this grant of
authority, the Treasury Department has issued regulations that govern the practice of attorneys,
certified public accountants, enrolled agents, and other persons representing clients (hereafter
“practitioners’) before the IRS.*®  These regulations are commonly referred to as Circular 230.
The IRS Office of Director of Practiceis responsible for the enforcement of Circular 230.

(i) Circular 230 standardsfor tax shelter opinions

Schwarz, Inc., 1987 U.S. Dist. LEXIS 14478 (C.D. Cal. 1987), aff’d sub nom. Bond v. United
States, 872 F.2d 898 (9" Cir. 1989); United Statesv. Music Masters, L td., 621 F.Supp. 1046
(W.D.N.C. 1985), aff’d sub nom., without published opinion, United Statesv. Masters, 816 F.2d
674 (4" Cir. 1987).

4 5U.S.C. sec. 500.

“®1d.

46 Circular 230, sec. 10.4.

477 31 U.S.C. sec. 330.

4%® Theregulations are found in Title 31, Part 10 of the Code of Federal Regulations.
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Section 10.33 of Circular 230 provides specific rules regarding tax shelter opinions.*”®
Section 10.33 requires a practitioner who provides atax shelter opinion*® to comply with the
following requirements:

C The practitioner must make an inquiry asto all relevant facts, be satisfied that the material
facts are accurately and completely described in the offering materials, and assure that
any representations as to future activities are clearly identified, reasonable, and complete.
The practitioner cannot accept as true asserted facts pertaining to the tax shelter that the
practitioner should not, based on the practitioner’ s background and knowledge,
reasonably believe are true. However, the practitioner is not required to independently
verify the client’ s statement of facts unless the practitioner has reason to believe that the
factsare not true. Special rules are provided for tax sheltersin which the fair market value
of property or the expected financial performance of an investment is relevant.

. The practitioner must relate the law to the actual facts and, when addressing issues based
on future activities, clearly identify what facts are assumed.

. The practitioner must ascertain that all material Federal tax issues have been considered,
and that all of those issues which involve the reasonable possibility of a challenge by the
IRS have been fully and fairly addressed in the offering materials.

. Where possible, the practitioner must provide an opinion regarding whether it ismore
likely than not that an investor will prevail on the merits of each material tax issuein the
tax shelter that involves a reasonable possibility of achallenge by the IRS. If the
practitioner cannot provide such an opinion, the opinion should fully describe the reasons
for the practitioner’ sinability to so opine.

. Where possible, the practitioner must provide an overall evaluation regarding whether the
material tax benefits in the aggregate more likely than not will berealized. If the
practitioner cannot provide an overall evaluation, the opinion should fully describe the

4" See generally, Bernard Wolfman, et. al., Standards of Tax Practice (1997 edition)
(hereinafter “Wolfman, Holden & Harris’), 16-31, 87-90, and 288-96 (for a detailed analysis of
Circular 230).

0 For this purpose, a“tax shelter” is an investment that has as a significant and intended
feature for Federal income or excise tax purposes, deductionsin excess of income, or creditsin
excess of tax liability, from the investment in any year to reduce income or offset taxes from
other sourcesin that year. Certain types of investments are excluded (e.g., municipal bonds,
annuities, and qualified retirement plans). A “tax shelter opinion” is advice by a practitioner
concerning the Federal tax aspects of atax shelter either appearing or referred to in the offering
materials or used or referred to in connection with sales promotion efforts (regardless of whether
aseparate opinion letter isissued or if the practitioner’ s name is used).
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reasons for the practitioner’ sinability to so opine.®® A favorable overall evaluation must
be based on a conclusion that substantially more than half of the material tax benefits, in
terms of their financial impact on atypical investor, more likely than not will be realized if
challenged by the IRS.

. The practitioner must assure that the offering materials correctly and fairly represent the
nature and extent of the tax shelter opinion.

Section 10.33 also provides guidance regarding when a practitioner can rely on other
opinions.

(i) Circular 230 standardsfor tax return advisorsand preparers

Section 10.34 of Circular 230 provides specific rules regarding standards for tax return
advisors and preparers. It states that a practitioner may not sign atax return as a preparer if the
practitioner determines that the tax return “contains a position that does not have arealistic
possibility of being sustained on its merits (the ‘realistic possibility standard’) unless the position
isnot frivolous and is adequately disclosed to the Service.” Similarly, a practitioner may not
advise aclient with respect to a position on atax return (or prepare the portion of areturn on
which a position istaken) unless (1) the practitioner determines that the position satisfies the
realistic possibility standard or (2) the position is not frivolous and the practitioner advisesthe
client of any opportunity to avoid the section 6662 penalty by adequately disclosing the position
(and the requirements for such disclosure). Inany case, apractitioner has a duty to inform the
client of any penalties reasonably likely to apply with respect to the position, and the opportunity
to avoid such penalties through disclosure.

A position is considered to satisfy the realistic possibility standard if “areasonable and
well-informed analysis by a person knowledgeable in the tax law would lead such a person to
conclude that the position has approximately aonein three, or greater, likelihood of being
sustained on its merits.” A positionisfrivolousif it is“ patently improper.” 42

1 The offering materials must “clearly and prominently disclose”’ the fact that a
practitioner cannot provide an overall evaluation (or that the overall evaluation is not afavorable
opinion).

82 The definitions of the “realistic possibility standard” and “frivolous’ are found in
Circular 230, sec. 10.34(a)(4).
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(ii1) Disciplinary actionsunder Circular 230

When the Director of Practice has reason to believe that a practitioner has violated any of
the rules governing practice before the IRS, the Director of Practice can either (1) issue aprivate
reprimand or (2) institute aformal proceeding for the disbarment or suspension of the
practitioner.®® A practitioner can be disbarred or suspended if he or she is shown to be
incompetent or disreputable or refuses to comply with the rules of Circular 230.%* In the context
of tax shelter opinions, the term “disreputable conduct” includes (but is not limited to):

[G]iving afalse opinion, knowingly, recklessly, or through gross incompetence,
including an opinion which isintentionally or recklessly misleading, or a pattern of
providing incompetent opinions on questions arising under the Federal tax laws.
False opinions. . . include those which reflect or result from aknowing
misstatement of fact or law; from an assertion of a position known to be
unwarranted under existing law; from counseling or assisting in conduct known to
beillegal or fraudulent; from concealment of matters required by law to be
revealed; or from conscious disregard of information indicating that material facts
expressed in the tax opinion or offering material are false or misleading.®®

Practitioners who violate the Circular 230 standards regarding tax shelter opinions can be
suspended or disbarred only if the violation iswillful, reckless, or aresult of gross
incompetence.”® The same standard (i.e., willful, reckless, or gross incompetence) appliesto
practitioners who violate the Circular 230 standards for tax return preparers and advisors. A
private reprimand requires a showing that the practitioner’ s behavior constituted a violation of the
Circular 230 standards. The Director of Practice also is authorized (but not required) to notify
State authorities of the suspension or disbarment of an attorney or accountant licensed by the
State.®®’

3 Circular 230, sec. 10.54.

4 Circular 230, sec. 10.50.

& Circular 230, sec. 10.52(j).

4 Circular 230, sec. 10.34(b) and sec. 10.52.

87 Section 10.74 of Circular 230 givesthe Director of Practice the option of notifying the
proper State authorities about the suspension or disbarment of an attorney or accountant licensed
inthat State. Apparently, the Director of Practice has entered into agreements with several State
licensing authorities regarding the notification of the suspension or disbarment of an individual
licensed in the State, and if requested, information regarding the disciplinary action (unless the
disciplinary action was the result of avoluntary suspension or resignation). See Wolfman,
Holden & Harris, supra note 479, at 31.
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Disciplinary action against a practitioner begins with areferral of professional misconduct
to the Office of Director of Practice. Officers and employees of the IRS are supposed to make a
referral to the Director of Practiceif they have reason to believe that a practitioner has violated
Circular 230. Moreover, the Internal Revenue Manual mandates an information referral to the
Director of Practice upon the imposition of certain practitioner penalties™® Also, the imposition
of asubstantial understatement penalty may trigger areferral of the preparer to the Director of
Practice.®®

The Director of Practice conducts an informal review to determineif (1) the practitioner is
subject to the disciplinary jurisdiction of the IRS, and (2) whether the alleged behavior, if true,
constitutes a violation subject to discipline. Following the informal review, the Director of
Practice typically notifies the practitioner of the alleged violations and provides the practitioner
with an opportunity to respond to the allegations. If the Director of Practice institutes aformal
proceeding for suspension or disbarment, the proceeding takes place before an administrative law
judge whose decision is appeal able to the Secretary (and then to Federal district court). A special
expedited suspension process exists for practitioners who have been convicted of acrime or have
lost their license for cause.*®

b. American Bar Association

The American Bar Association (*ABA”™) has promulgated a series of rules and guidelines
concerning the standards of practice for lawyers.®* The ABA rules, in and of themselves, do not
have legal effect. However, most States have adopted rules of professional conduct based on
rules promulgated by the ABA (which have the force and effect of law). The two primary sets of
rules that have been promulgated by the ABA are the Model Code of Professional Responsibility
(“Model Code”) and Model Rules of Professional Conduct (“Model Rules’).

The ABA, through its Standing Committee on Ethics and Professional Responsibility,
issues formal and informal opinions that interpret the Model Code and Model Rules. Of

8 ] .R.M. Chapter 20(622)-1 provides that the assertion of practitioner penalties under
sections 6700, 6701, 6695(f), 6694(a) and (b), 7407 and 7408, results in amandatory information
referra to the Director of Practice.

“ | .R.M. sec. 4563.62(k) states that if areturn prepared by an attorney, CPA, or an
enrolled agent results in the assertion of the substantial understatement penalty, the attorney,
CPA, or enrolled agent should be referred to the Director of Practice. Thereferral should be
made when the case is closed and the penalty has been asserted.

40 Theserulesare found in Circular 230, secs. 10.50 - 10.76.

“1 For amore detailed discussion of the ABA Standards for lawyers, see Wolfman,
Holden & Harris, supra note 479, at 5-14.
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particular relevance to tax practitioners are (1) ABA Formal Opinion 346, regarding alawyer’s
duties and responsibilitiesin rendering tax shelters, and (2) ABA Formal Opinion 85-352,
regarding alawyer’ s duty in advising a client on a position that can be taken on atax return.

(i) ABA Formal Opinion 346

Formal Opinion 346 (Revised), issued by the ABA Standing Committee on Ethics and
Professional Responsibility in 1982, defines alawyer’ s duties and responsibilities in connection
with tax shelter opinionsthat are offered as part of tax shelter investment offerings. The ABA
does not have the authority to discipline its members for aviolation of Formal Opinion 346; its
application and enforcement is left to the State licensing authorities.

Formal Opinion 346 defines a*“tax shelter opinion” as advice by alawyer regarding the
Federal tax law applicable to atax shelter®? if the adviceisreferred to either (1) in offering
materials or (2) in connection with sales promotion efforts. A tax shelter opinion includes the tax
aspects or tax risks portion of the offering materials prepared by the lawyer regardless of whether
a separate opinion letter is prepared.

A lawyer who provides atax shelter opinion violates the disciplinary rules of the Model
Codeif the lawyer gives afalse opinion.®® A “false opinion” isone that ignores or minimizes
serious legal risks or misstates the facts or the law, knowingly or through gross incompetence. A
false opinion also includes (1) an opinion that isintentionally or recklessly misleading, and (2) the
acceptance of facts as represented by the promoter, when the lawyer should know that afurther
inquiry would disclose that such facts are untrue.

Formal Opinion 346 also describes the principles and considerations that should guide
lawyersin the rendering of tax shelter opinions. The lawyer should verify the facts presented to
him and make further inquiries when the facts are incompl ete, inconsistent, or otherwise open to

42 For purposes of Formal Opinion 346, a“tax shelter” is an investment that has asa
significant feature for federal income or excise tax purposes either or both of the following
attributes: (1) deductions in excess of income from the investment being available in any year to
reduce income from other sourcesin that year, and (2) creditsin excess of the tax attributable to
the income from the investment being available in any year to offset income from other sources
inthat year. Certain types of investments (e.q., municipa bonds, annuities, and qualified
retirement plans) are excluded from the definition.

4% Formal Opinion 346 provides that alawyer who gives a false opinion would have
exceeded “the duty to represent the client zealously within the bounds of the law” (citing Model
Code of Professional Responsibility DR 7-101). In addition, knowingly misstating facts or law
violates DR 7-101, and is“ conduct involving dishonesty, fraud, deceit, or misrepresentation,” in
violation of DR 1-102(A)(4).
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guestion. The lawyer also should relate the law to the actual facts to the extent the facts are
ascertainable when the offering materials are circulated, and not issue an opinion that disclams
responsibility for inquiring as to the accuracy of the facts, fails to analyze critical facts, or
discusses purely hypothetical facts.® The lawyer should satisfy himself that either he or another
professional has considered all material tax issues. Moreover, the tax shelter opinion should
“fully and fairly address’ each material tax issue for which areasonable possibility exists that the
IRS will challenge the proposed tax effects. The lawyer should, if possible, state his or her
opinion of the probable outcome on the merits of each material tax issue, aswell as an overall
evaluation of the extent to which the tax benefits, taken as awhole, are likely to be realized (or
not realized) as contemplated by the offering materials.**

(i) ABA Formal Opinion 85-352

ABA Formal Opinion 85-352*¢ defines the basic ethical standard governing lawyers
engaged in federal tax practice. It providesthat “[a] lawyer may advise reporting a position on a
return even where the lawyer believes the position probably will not prevail, thereisno
‘substantial authority’ in support of the position, and there will be no disclosure of the position
on thereturn. However, the position to be asserted must be one which the lawyer in good faith
believesiswarranted in existing law or can be supported by a good faith argument for an
extension, modification, or reversal of existing law. Thisrequiresthat thereis someredistic
possibility of successif the matter islitigated.”

ABA Formal Opinion 85-352 represents a higher threshold than had been contained in the
previous standard, as articulated in ABA Formal Opinion 314. The standard for tax practitioners
under ABA Formal Opinion 314 required only that “alawyer could freely urge the statement of
positions most favorable to the client just so long as there [was] reasonable basis for the
position.”

The standard in ABA Formal Opinion 85-352, which Congress adopted in 1989 asits
model for income tax return preparers (section 6694(a)) is alower standard than the “ substantial
authority” standard of section 6662(b)(2). A lawyer may advise the taxpayer to take areturn
position that does not meet the “reasonable possibility of success standard” provided that it is not
frivolous and is either adequately disclosed or it isfiled asaclaim for refund. Thus, alawyer is

44 The lawyer can assume facts that are not currently ascertainable so long asthe
assumptions are clearly identified in the offering materials, and are reasonable and complete.

% 1n general, anissueis considered “material” if the deduction or credit in question
would have a significant effect in sheltering other income from taxes.

4% ABA Formal Opinion 85-352, reprinted in 39 Tax Law. 631 (1986).
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ethically permitted to advise the taxpayer to take a position on atax return that subjects the
taxpayer to the risk of the substantial understatement penalty.

c. American Institute of Certified Public Accountants

The American Institute of Certified Public Accountants (“AICPA”) has not issued
standards of practice specifically related to tax shelter arrangements. However, AICPA
Statements on Responsibilitiesin Tax Practice (1991 Revision) represent general guidance for
AICPA members, but do not constitute enforceable standards. Rather, the statements are
considered only educational and advisory in nature.*’

The statements provide guidance for CPAs in recommending tax return positionsand in
preparing or signing tax returns, including claims for refund. Statement No. 1.02(a) provides that
a CPA should not recommend areturn position, or sign atax return, unless thereis“agood faith
belief that the position has arealistic possibility of being sustained administratively or judicially
onitsmeritsif challenged.” In order to satisfy the redlistic possibility standard, a CPA should
have agood faith belief that the position is warranted by existing law or can be supported by a
good-faith argument for an extension, modification, or reversal of existing law through the
administrative or judicial process. The likelihood of audit or detection should not be taken into
account in determining whether the realistic possibility standard is satisfied.

A CPA may recommend positions that are not frivolous so long as they are adequately
disclosed on thereturn.®® A frivolous position is one which is knowingly advanced in bad faith
and is patently improper. In recommending certain tax return positions, and signing returns,
CPAs should advise the client of any potential penalty consequences and any opportunities that
are available to avoid the penalties, such as through disclosure.*® CPAs should not recommend
tax return positions that are intended to exploit the IRS tax return audit selection process or serve
as mere arguing positions advanced solely to obtain leverage in the bargaining process of
settlement negotiations with the IRS.5®

d. Statelicensing authorities

“7 The statements have been approved by at least two-thirds of the members of the
Responsibilitiesin Tax Practice Committee and the Tax Executive Committee.

4% AICPA Statement on Responsibilitiesin Tax Practice (hereinafter “ Statement”) No.
1.02(c).

4% Statement No. 1.02(d).
50 Statement No. 1.03.
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Each State, by virtue of the State courts (for lawyers), or through alicensing board (for
CPAS), regulates and disciplines practitioners who are authorized or licensed to practicein the
State. Many State regulatory bodies maintain rules that mirror the standards of national
organizations, such asthe ABA and the AICPA. Tax practitionersthat fail to abide by their
respective State requirements may be subject to disciplinary actions, such as disbarment,
suspension, reprimand, or denial of license to practice within such State.

3. Administration proposals

The President’s Fiscal Y ear 2000 Budget Proposal, as submitted to the Congress on
February 1, 1999, included 16 different proposals that the Treasury Department referred to as
relating to corporate tax shelters. Of these proposals, ten are transaction-specific proposals and
are not discussed in this study.>*

a. General definitions

The proposals would provide a new statutory definition of a corporate tax shelter. A
corporate tax shelter would be any entity, plan, or arrangement (based on all facts and
circumstances) in which adirect or indirect corporate participant attempts to obtain atax benefit
in atax avoidance transaction. A tax benefit would be defined to include a reduction, exclusion,
avoidance, or deferral of tax, or anincrease in arefund, but would not include atax benefit
clearly contemplated by the applicable provision (taking into account the Congressiona purpose
for such provision and the interaction of such provision with other provisions of the Code).

A tax avoidance transaction would be defined as any transaction in which the reasonably
expected pre-tax profit (determined on a present value basis, after taking into account foreign
taxes as expenses and transaction costs) of the transaction isinsignificant relative to the
reasonably expected net tax benefits (i.e., tax benefitsin excess of the tax liability arising from
the transaction, determined on a present value basis) of such transaction. In addition, atax

%1 The ten transaction-specific proposals are: (1) require accrua of time value element on
forward sale of corporate stock; (2) modify tax treatment of built-in losses and other attribute
trafficking; (3) modify treatment of ESOP as S corporation shareholder; (4) limit tax-free
liguidations of U.S. subsidiaries of foreign corporations; (5) prevent capital gains avoidance
through basis shift transactions involving foreign shareholders; (6) limit inappropriate tax benefits
for lessors of tax-exempt use property; (7) prevent mismatching of deductions and income
inclusions in transactions with related foreign persons; (8) restrict basis creation through section
357(c); (9) modify anti-abuse rules related to assumption of liabilities; and (10) modify company-
owned lifeinsurance rules. See Staff of the Joint Committee on Taxation, 106" Cong.,
Description of Revenue Provisions Contained in the President’ s Fiscal Y ear 2000 Budget
Proposal 178-204 (JCS-1-99) (for amore detailed discussion of these proposals).
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avoidance transaction would be defined to cover certain transactions involving the improper
elimination or significant reduction of tax on economic income.

b. Proposalswith broad application to corporate tax shelters

() Modify the substantial under statement penalty for corporatetax shelters

The proposal would make three modifications to the substantial understatement penalty
asit appliesto corporate tax shelters. First, the penalty rate would be increased to 40 percent
with respect to any item attributable to a corporate tax shelter. Second, the 40 percent rate would
be reduced to 20 percent if the corporation fulfilled specified disclosure requirements. Third, the
reasonabl e cause exception from the substantial understatement penalty would be unavailable
with respect to any item attributable to a corporate tax shelter.

To fulfill the specified disclosure requirements, the corporate taxpayer must: (1) disclose
(within 30 days of closing the transaction) to the IRS National Office appropriate documents
describing the transaction; (2) file a statement with the corporation's tax return verifying that this
disclosure has been made; and (3) provide adequate disclosure on the corporation'stax returns as
to the book/tax differences resulting from the corporate tax shelter item for al taxable years of
the tax shelter.

(i) Deny certain tax benefitsto persons avoiding incometax asa result of tax
avoidance transactions

The proposa would expand section 269 by authorizing the Secretary to disallow a
deduction, credit, exclusion, or other allowance obtained in atax avoidance transaction.

(iii) Deny deductionsfor certain tax advice and impose an excise tax on certain
fees

The proposa would deny a deduction to a corporation for fees paid or incurred in
connection with the purchase and implementation of, aswell asthe rendering of tax advice
related to, a corporate tax shelter. The proposal would aso impose a 25-percent excise tax on fees
(such as underwriting fees) paid or incurred in connection with the purchase and implementation
of, aswell asthe rendering of tax advice related to, a corporate tax shelter.

The proposal would not apply to expenses incurred to represent the taxpayer before the
IRS or acourt. If ataxpayer claimed a deduction that would otherwise be denied under the
proposal, the deduction would be considered to be in connection with a corporate tax shelter for
purposes of the proposed 40-percent substantial understatement penalty.

(iv) Excisetax on certain rescission provisions and provisions guar anteeing tax
benefits
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The proposal would impose a 25-percent excise tax on the maximum payment that might
be made under atax benefit protection arrangement. The excisetax isimposed at the time the
benefit protection arrangement is entered into, regardless of whether benefits are actually paid in
thefuture. A tax benefit protection arrangement would include a rescission clause, a guarantee of
the legal basis of the benefits, insurance, or any other arrangement that has the same economic
effect.

(v) Precludetaxpayersfrom taking tax positionsinconsistent with theform of
their transactions

The proposal would preclude a corporate taxpayer from taking any position on areturn or
claim for refund that the income tax treatment of atransaction is different from that required by
itsform if atax-indifferent party has adirect or indirect interest in the transaction. Several
exceptions would apply. First, thisrule would not apply if the taxpayer discloses the inconsistent
position on itstimely filed, original tax return for the taxable year that includes the date on which
the transaction was entered into. Second, this rule would not apply if reporting the substance of
the transaction more clearly reflects the income of the taxpayer (to the extent this exception is
permitted in regulations). Third, thisrule would not apply to transactions that are identified in
regulations.

The form of atransaction isto be determined based on all facts and circumstances,
including the treatment that would be given the transaction for regulatory or foreign law
purposes.

A tax-indifferent party would be defined as aforeign person, a Native American tribal
organization, atax-exempt organization, or a domestic corporation with expiring loss or credit
carryforwards.?

The Secretary would have the authority to prescribe regulationsto carry out the purposes
of the rule, including a definition of the “form” of atransaction. Moreover, the proposal would
not prevent the Secretary from asserting the substance over form doctrine or imposing any
applicable penalties.

(vi) Tax income from corporate tax sheltersinvolving tax-indifferent parties

The proposal would provide that any income allocable to atax-indifferent party with
respect to a corporate tax shelter istaxable to such tax-indifferent party. The U.S. tax imposed
on the income allocable to the tax-indifferent party would be determined without regard to any
statutory, regulatory, or treaty exclusion or exception. The proposal also would provide that any

%2 |oss and credit carryforwards would generally be treated as expiring if the
carryforward is more than three years old.
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other participantsin the corporate tax shelter (i.e., any participant other than the tax-indifferent
party) would bejointly and severally liable with the tax-indifferent party for taxes imposed.

In the case of aforeign person, U.S. tax on the income or gain allocable to such person
would be determined without regard to any exclusion or exception provided in atreaty or
otherwise. Any such income or gain that is not certain types of U.S.-source passive income
would be treated as effectively connected with aU.S. trade or business without regard to whether
such incomeis U.S.- or foreign-source. If the foreign person properly claims the benefit of an
income tax treaty, the U.S. tax otherwise owed by such foreign person would be collected from
the other participants in the corporate tax shelter transaction who are not exempt from U.S. tax.

In the case of a Native American tribal organization, the tax on the income allocable to
such person would be determined without regard to any exclusion or exception. However, the
tax would be collected only from participants of the corporate tax shelter transaction who are not
exempt from U.S. tax.

In the case of atax-exempt organization, the income would be characterized asincome
that issubject to UBIT. Inthe case of aU.S. corporation with expiring loss or credit carryovers,
the tax on the income allocabl e to such corporation would be computed without regard to such
losses or credits.
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B. Analysis
1. Themodern cor poratetax shelter problem

Thereisagrowing perception that corporations are increasingly using sophisticated
transactions to avoid or evade Federal income tax. Such a phenomenon could pose a serious
threat to the efficacy of the tax system both because of the potential drain on revenue and the
potential threat to the integrity of the self-assessment system. These concerns are discussed
below.

a. Proliferation of corporatetax shelters

The proliferation of corporate tax sheltersis believed to be both widespread and
significant. A recent Forbes cover story titled “The Hustling of X-Rated Shelters’ highlights the
breadth and scope of the corporate tax shelter problem.®® The article, among other things,
guoted from letters sent to medium-size corporations from alarge public accounting firm. The
letters described a proposal to “implement our tax strategy to eliminate the Federal and State
income taxes associated with [the company’ s] income for up to five (5) years.” Thefeefor the
tax strategy was a contingency fee of 30 percent of the tax savings plus out-of-pocket expenses,
with aportion of the fee being refunded if the taxpayer ended up owing the taxes. The Forbes
article noted how “[h]esitant at first to participate, respectable accounting firms, law offices and
public corporations have lately succumbed to competitive pressures and joined the loophole
frenzy.”>* The Forbes article is but one of a series of recent news stories describing corporate tax
shelter activities™®

The recognition of a corporate tax shelter phenomenon is not limited to media reports.
Several prominent associations representing corporate tax executives, lawyers, and accountants
have voiced their concerns with the growing popularity of corporate tax sheltersand its

58 Janet Novack and Laura Saunders, The Hustling of X-Rated Shelters, Forbes, Dec. 14,
1998, at 198-208.

%4 1d. at 199.

%5 See, e.q., Richard W. Stevenson, Taxing the Treasury’s Patience -- Gimme Shelter:
The Unwritten Corporate Theme Song, N.Y. Times, June 4, 1999, at C1, C18; Floyd Norris, The
Rise of Phony Corporate Tax Shelters, N.Y. Times, Feb. 8, 1999, at C1; Anita Raghavan and
Jacob M. Schlesinger, Cat and Mouse: Wall Street Concocts New Tax-Saving Ploy: Then It's
Feds Turn, The Wall Street Journal, Nov. 16, 1997, at A1, A4; E.S. Browning, Where There'sa
Tax Cut, Wall Street Finds a Way, The Wall Street Journal, Oct. 21, 1997, at C1, C2; Allan Sloan,
Deals: Did Times Mirror Deserve That Tax Break? It Depends on Y our Definition of “Sale”, The
Washington Post, Oct. 13, 1998, at C3.
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potentially harmful effects on the Federal income tax system. At arecent hearing before the
United States Senate Committee on Finance, the president of the Tax Executives Institute
testified that “ TEI agrees that the situation cannot be ignored. Astax executives, we see the
challenge to the tax system every day.”%® At the same hearing, the Chair of the ABA Tax
Section stated that “[w]e have witnessed with growing alarm the aggressive use by large
corporate taxpayers of tax ‘products’ that have little or no purpose other than reduction of
Federal income taxes.”® The New Y ork State Bar Association Tax Section similarly testified
that “[o]ur perception is that the number of widely-marketed, aggressive corporate tax shelter
transactions has grown significantly in the last decade . . . based on admittedly anecdotal
evidence derived from our experience as tax professionals, we believe that the growth in such
transactions has been quite substantial. In our view, corporate tax shelters (properly identified)
represent amajor problem for our system.”>® The AICPA testified that “[w]e begin by
recognizing that tax laws are usualy followed, but that they can also be abused. Where there are
abuses, we hold no brief for them -- whether they fall under the pegjorative rubric of ‘tax shelters
or any other part of our tax system. Thus, we sympathize with and support effortsto restrict
improper tax activities through appropriate sanctions.”>®

b. Challengeto the efficacy of thetax system

The corporate tax shelter phenomenon poses a serious challenge to the efficacy of the tax
system. An obvious concern isthe extent of the loss of tax revenues. No direct measure of this
lossiscurrently available. Thisispartly dueto the difficulty of deriving afunctional definition of
what constitutes a corporate tax shelter. Moreover, the common interests of the direct
participants and promoters of tax shelter arrangements are generally served by keeping such
arrangements hidden from view in both financial and tax reporting.

56 Statement of Mr. Lester D. Ezrati, on behalf of the Tax Executives Institute, Inc.,
Revenue Provisionsin the President’s FY 2000 Budget: Hearings Before the Senate Comm. on
Finance, 106" Cong. (Apr. 27, 1999), at 6.

%7 Statement of Stefan F. Tucker, Chairman, Section of Taxation, American Bar
Association, Revenue Provisionsin the President’ s FY 2000 Budget: Hearings Before the
Subcomm. on Oversight of the House Committee on Ways and Means, 106" Cong. (Mar. 10,
1999) (hereinafter “ABA Tax Section testimony”), at 4.

%% New York State Bar Association Tax Section, Report on Corporate Tax Shelters (May
5, 1999) (hereinafter “NY SBA May Report”), at 7.

59 Gtatement of David A. Lifson, Chairman, Tax Executive Committee, American
Institute of Certified Public Accountants, Revenue Provisions in the President’s FY 2000 Budget:
Hearings Before the Senate Comm. on Finance, 106™ Cong. (Apr. 27, 1999) (hereinafter “ AICPA
Tax Division testimony”), at 14.
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Although economic information concerning the cost of tax sheltersislargely anecdotal,
some believe that the resulting revenue loss may be in excess of $10 billion ayear.®® This
amount is equal to approximately five percent of annual corporate income tax receipts. To place
this aggregate figure in perspective, the provision enacted in 1998 that curtailed one specific
corporate tax shelter, liquidating REITs, was estimated to increase revenues by almost $1 billion
annually

Of equal importance is the harm that such transactions cause to the integrity of the tax
system. Theincometax system is a self-assessment system that requires taxpayersto calculate
thelir tax liability each year. IRS resources limit the number of returns audited each year.

“ Although the description of the taxpayer’ s self-assessment duty is backed by the threat of civil
liabilities, it is clear that the existing tax system could not function properly if the great majority
of taxpayers did not report the correct amount of tax without the government’ s prior
determination of tax liability.”®? The proliferation of corporate tax shelters causes taxpayersto
guestion the fairness of the tax system. This could result in significant noncompliance problems.
Asthe Chair of the NY SBA Tax Section noted,

The constant promotion of these frequently artificial transactions breeds
significant disrespect for the tax system, encouraging responsible corporate
taxpayersto expect thistype of activity to be the norm and to follow the lead of
other taxpayers who have engaged in tax-advantaged transactions.>

This challenge to the tax system is magnified because the modern corporate tax shelters
or “products’ to which the above testimony referred often exploit substantive tax laws that
generally work to achieve their desired consequences but that produce irrational results when
applied to contexts for which they were never intended.®* The tax law, particularly asit relatesto
business transactions, is extremely complex. The complexity in part isaresult of the complexity
of the economy, but is also aresult of an attempt to balance the need for a comprehensive,
objective, reliable set of rules with the need for flexibility in order to assure the integrity and

510 Administration officials cite estimates of revenue losses of more than $10 billion a
year. Stevenson, supra note 505, at C18.

1 This provision wasincluded in the Tax and Trade Relief Extension Act of 1998, Pub.
L. No. 105-277.

%12 Wolfman, Holden & Harris, supra note 479, at 43.

513 Stevenson, supra note 505, at C18. See also NY SBA May Report, supra, note 508, at

*14 See ABA Tax Section testimony, supra note 507, at 6; NY SBA May Report, supra
note 508, at 15.
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fairness of the system.>® Asaresult, the tax law inevitably involves some ambiguities.
Aggressive interpretations or misinterpretations of these ambiguities often become the foundation
of a corporate tax shelter. Many tax shelter products take advantage of “glitches’ or technical
gapsin thetax law or inconsistencies in the way the tax law applies to economically equivalent
transactions. Other tax shelter products involve the juxtaposition of unrelated, incongruous Code
provisions in connection with asingle transaction that results in consequences that were never
contemplated by Congress. Finally, mistaken or misguided administrative and judicial
interpretations of the law may themselves contribute to the development of corporate tax

shelters.

Given the complexity of the economy and the products available and the rapid pace at
which both evolve, and especially considering the vigorous devel opment of sophisticated
financial instruments, it is extremely difficult for the tax law to react in atimely fashion to the
propagation of shelter activity. This effect is exacerbated by the assumption “ by the promoter,
by counsel and apparently by the taxpayer itself that, if the ‘product’ comes to the attention of
Treasury or Congressional staffs, it will be blocked, but almost invariably prospectively, by
administrative action or by legidation.”>

c. Recent responsesto the corporatetax shelter problem

Both the Administration and some members of Congress likewise recently have
expressed concern about the proliferation of corporate tax shelters. As previously discussed, the
Administration, in the President’ s Fiscal Y ear 2000 Budget Proposal, included six broad
proposals designed to curb the growth of corporate tax shelters. The proposals address
characteristics that the Administration has identified as common to corporate tax shelters, such as
the marketing to multiple corporate taxpayers, the involvement of tax-indifferent participants,
high transaction costs, contingent or refundable fees, unwind clauses, preferential financial
accounting treatment, and property or transactions unrelated to a corporate’ s core business.>Y’
The Administration’s proposals reflect a multifaceted response to the growing corporate tax
shelter problem, and has served as a catalyst for other stakeholdersin the tax system to likewise
focus their efforts toward the development of a comprehensive legidlative response to the
problem.

55 See Edward D. Kleinbard, Corporate Tax Shelters and Corporate Tax Management, 51
The Tax Executive 231, 235 (1999); Hariton, supra note [414] at 237.

516 ABA Tax Section testimony, supra note [507], at 4 (emphasis added).

57 Budget of the United States Government for Fiscal year 2000, Analytical Perspectives,
a 71
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In addition, Congressman Doggett (for himself, and Messrs. Stark, Hinchey, Tierney,
Allen, Luther, Bonior, and Farr of California) recently introduced legislation to curb tax abuses
by disallowing tax benefits claimed to arise from transactions without substantial economic
substance.®® The proposal would also increase the section 6662 understatement penalty with
respect to such transactions. This proposed legislative response is further evidence of the
growing recognition of the corporate tax shelter problem.

2. Characteristicsof a corporate tax shelter

The tax law relies on a subjective analysis to determine whether a plan or arrangement
constitutes a corporate tax shelter. That is, a corporation is treated as having engaged in atax
shelter if asignificant purpose of the plan or arrangement is the avoidance or evasion of Federal
income tax.>® It is often difficult to determine a corporation’s business purpose for entering into
an arrangement and to measure whether the tax avoidance aspect of the arrangement is
significant relative to its non-tax aspects. However, the types of corporate tax shelter products
that are being developed and offered in the current marketplace share a number of common,
more objective characteristics.

For example, in many corporate tax shelter arrangements, the reasonably expected pretax
profit from the arrangement is insignificant when compared with the tax benefits that are
expected to be derived from the arrangement. Stated another way, but for the tax benefits, the
corporate taxpayer would not have entered into the arrangement.

Another common feature is the involvement of atax-indifferent participant. Many
corporate tax shelters are designed to bifurcate certain “desirable” tax benefits from
“undesirable” tax consequences. The tax-indifferent participant is compensated to “absorb” the
undesirable tax consequences without suffering any adverse economic consequences from the
arrangement. For example, the arrangement may result in atax-indifferent participant having
taxable income materially in excess of its economic income.®® Another variation involvesthe
artificial creation or shifting of basis for the benefit of a corporate participant, with any
corresponding taxable income or gain being borne by the tax-indifferent participant.>

58 See H.R. 2255, 106" Cong., 1% Sess. (June 17, 1999).
519 Sec. 6662(d)(2)(C)(iii).

0 Conversely, the corporate participant would have economic income in excess of its
taxable income.

2l |ndeed, some commentators have suggested that the involvement of atax-indifferent
participant alone is a sufficient indication of a corporate tax shelter to warrant disclosure of any
transaction involving a tax-indifferent participant. See New Y ork State Bar Association Tax
Section, Report of Certain Tax Shelter Provisions (June 22, 1999) (hereinafter “NY SBA June
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Because of the uncertainty surrounding whether a corporate tax shelter will withstand
scrutiny by the IRS, the courts, or Congress, many shelters include the use of guarantees, tax
indemnities, or similar arrangements. These arrangements typically are designed to recompense
the corporate participant in the event that it is not entitled to al or any portion of the anticipated
tax benefits. In some cases the guarantee of the anticipated tax benefitsis provided by the
promoter or another interested party in the arrangement. In other cases, the corporate participant
purchases tax benefit insurance coverage from athird-party insurer. Along the sameline, itis
common for tax sheltersto use afee structure that is contingent on the ultimate success of the
corporate tax shelter.

Corporations generally are reluctant to engage in transactions that are expected to result in
reduced corporate earnings for U.S. financial reporting purposes. Asaresult, another common
indicator of corporate tax sheltersis that the expected tax benefits do not result ina
corresponding loss for financial reporting purposes. Thisis particularly the case when the
arrangement gives riseto a* permanent difference” for U.S. financial reporting purposes under
generally accepted accounting principles.

In addition, when a corporation entersinto atransaction for tax-avoidance purposes, the
corporation often does not appreciably alter its economic position. Thisis perhaps most evident
where a corporation does not incur additional economic risk as aresult of entering into a
transaction but nonethel ess enjoys significant tax benefits.

3. Contributing factors

Several factors have contributed to the proliferation of corporate tax shelters having the
characteristics discussed above. For example, the emerging view of the corporate tax department
asaprofit center and of the corporate income tax as a manageable cost has increased the pressure
to use tax shelter products to decrease a corporation's effective tax rate. Additionally, the relative
costs of entering into tax shelter transactions (including the risk that the transaction will be
detected upon audit, challenged by the IRS, and ultimately result in a deficiency), as compared to
the potential benefits from the tax savings, are insufficient to serve any meaningful deterrent
function.

The evolution of the tax advisor's role also has contributed to the relatively unchecked
expansion of the corporate tax shelter market. For example, the demand for a"more likely than
not" opinion from atax advisor coupled with competition in the tax opinion business has caused
adilution in the standards for such opinions. This effect is exacerbated by the insufficiency of
the standards of practice under Circular 230 and the lack of effective enforcement measures.

Report™) (stating “that it would be effective to require any transaction with atax indifferent party
to be specifically disclosed on the corporate taxpayer’ s return, thereby increasing the likelihood
of audit scrutiny™).
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a. Emerging view of cor poratetax department as profit center

The corporate tax shelter phenomenon may be viewed as a natural evolution in corporate
philosophy involving the management of corporate liabilities. Inthe past several years,
corporations have become more sophisticated at controlling and managing their operational
liabilities. More recently, corporations have been applying similar liability management
technigues to manage their income tax liability. Asone commentator stated,

My evidence is also anecdotal, but many others have pointed to the same
phenomenon, which is simply that senior corporate managers now perceive a
corporation’ stax liability, not as an inelastic and inevitable misfortune, but rather
as anecessary cost that responds to aggressive management, just like other
corporate expenses. . . .The fundamental issue with which the tax system needs to
grapple, then, isthat modern corporate strategists perceive income tax liabilities as
another cost of business that can and should be managed, like inventory costs or
environmental regulations. The phenomenon, like the other examplesjust cited, is
both inevitable and irreversible.®

Treating a corporation’ stax liability as a manageable cost means that a corporate tax
department’ s (and its employee’ s) performance could be evaluated based on a quantitative
measure. The corporate tax department’ s “cost savings’ generally isthe reduction in the
corporation’ s effective tax rate. Thiswill result in more pressure on corporate tax directorsto
enter into arrangements in which the tax savings component is significant.>* Anecdotal evidence
suggests that corporate tax directors increasingly are evaluated by the amount of “tax savings’
generated by their departments and the effect of such savings on corporate profits.

b. Cost-benefit analysis

Another factor contributing to the proliferation of corporate tax sheltersisthat, in many
cases, the expected tax benefits from the tax shelter far outweigh the associated costs.
Businesses constantly are faced with critical decisions on how to best utilize their assets. The
decisions are made by comparing the estimated benefits of each opportunity to their associated

2 Kleinbard, supra note 515, at 233.

%2 NYSBA May Report, supra note 508, at 11. The NY SBA reports: “ managing the
effective tax rate on corporate income has, it appears, become one way that a substantial majority
of corporations. . . compete indirectly with respect to financial earningsresults. In that context, it
isinevitable that corporate tax managers will frequently be put under pressure to participatein
aggressive tax-driven transactions by their financial colleagues, who are often considerably more
irreverent about our tax laws.”
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costs, adjusted for the risk inherent in the transaction.®* A growing trend isfor corporations to
apply asimilar cost-benefit analysis with respect to corporate tax shelters. The “benefits’ are the
expected tax savings from the tax shelter. The “costs’ of the tax shelter include: (1) the direct
costs of planning and implementing the tax shelter; and (2) the cost associated with * enforcement
risk,” such as (a) therisk of detection on audit, (b) the likelihood of success at the IRSand in
court, and (c) therisk of penalties and interest. In many cases, the “enforcement risk”

component of the tax shelter isminimal, so that it skewsthe analysis heavily in favor of investing
in the tax shelter.

Therisk that a corporate tax shelter may be detected on audit is one of the more
significant aspects of analyzing the enforcement risks. A popular phrase that describesthisrisk is
“playing the audit lottery.” Too often, the risk associated with audit detection is viewed as dight,
thus encouraging corporationsto play the audit lottery.

Several factors contribute to the minimal risk of audit detection. One factor isthe
corporate audit rate. With respect to the largest corporations (typically subject to the coordinated
examination program), however, the audit rate is not nearly asimportant as the selection and
identification of issues for audit.

Audits of large corporations typically follow an agreed-upon agenda of issuesthat is
negotiated at the outset by the IRS and the corporate taxpayer. Agreement on the agendaisa
necessary feature for conducting an audit that often involves the review of amyriad of corporate
entities, documents, and records over a period of time, as well as the retention and coordination
of outside IRS consultants to advise on business processes used by the taxpayer. For alarge
corporation, “playing the audit lottery” means to have included its strongest issues on the audit
agenda, and to have its most aggressive positions (such as tax benefits arising from a corporate
tax shelter) excluded from the audit agenda or only given acursory review. A corporation that is
successful in implementing this strategy has in effect “won the audit lottery” despite being under
audit.

| dentification of theissueis not the only challenge with respect to the effective auditing of
corporate tax shelters. Some corporate tax shelters arein fact easier to detect than others. For
example, the IRS already receives information on certain tax sheltersthat are registered with the
IRS. The RS aso can obtain the names of corporations engaged in tax shelter activities by
auditing the promoter.®® Once the IRS becomes aware of the tax shelter transaction, however,

524 For further discussion, see Part V of this study, “ Economics of Tax Penalties and
Interest.”

%5 See David C. Garlock, A Tax Executive's Guide to Evaluation Tax-Oriented
Transactions, 39 Tax Management Memorandum No.4, (BNA 1998), S-46, S-53 (by auditing the
promoter, the IRS was able to obtain information identifying taxpayers that engaged in
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the IRS must analyze and evaluate the merits of the transaction. Even assuming that a corporate
tax shelter product is detected, the auditors are often at a tremendous disadvantage because of the
complexity and sophistication of the corporate tax shelter products. Given the limited resources
of the IRS, the audit team often cannot devote the time needed to fully develop the analysis of

the facts and the law with respect to a corporate tax shelter. Practitioners and their firms devote
considerable resources to the devel opment of the products; given their complexity and rapid
development, the IRS simply cannot keep up with the marketplace. Asthe ABA recently
testified:

A sad additional fact isthat all parties to these transactions [corporate tax shelters]
know thereis substantial likelihood that the device employed, including the
imaginative assertion of the proper factual setting, will not be uncovered by IRS
agents even if the corporation is audited, as most large taxpayers are. Thetax law
istoo complex and the returns of major taxpayers are too voluminous. Many tax
shelter products involve numerous parties, complex financial arrangements and
invoke very sophisticated provisions of the tax law. It often takes time and
painstaking analysis by well-informed auditors to ascertain that what is reported as
alegitimate business transaction haslittle, if any, purpose other than the avoidance
of Federal incometaxes. Accordingly, thereis avery reasonable prospect that a
product will win the “audit lottery.” This aspect of the problem is compounded

by the fact that present law gives no reward for full disclosure in the case of
corporate tax shelter transactions.>®

Closely related to the detection risk is the likelihood of success at the IRS and in court.
Unlike theindividual tax shelters of the 1970s and 1980s, which often depended on inflated
valuations, artificial deductions, and other such gimmicks, the modern corporate tax shelter
typically has an apparent foundation in the tax law. By taking advantage of “glitches,” or the
juxtaposition of unrelated Code provisions, these transactions are designed to “work.” So even
after the corporate tax shelter is discovered and analyzed, the IRS must factor in the possibility
that it may not prevail if the matter islitigated. Most arrangements are not litigated, but rather
become part of alarger settlement offer in the course of the audit. In these cases, the corporate
taxpayer may settle for a percentage of the tax benefits claimed, which likely still exceed its
“cost” of entering into the tax shelter.

Therisk of penalties and interest also plays akey rolein the cost-benefit analysis. The
interest rate for large corporate underpayments of tax isequal to the Federal short-term rate plus

transactions similar to the transaction at issue in the ACM case).
%6 ABA Tax Section testimony, supra note 507, at 6.
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five percentage points®*" This above-market interest rate, however, is mitigated by the fact that a
corporation can deduct the interest attributable to underpayments of tax. Thus, a corporation’s
after-tax cost with respect to the interest may not be significantly higher than its opportunity cost
of funds.®®

Of greater significance isthe imposition of penalties. Thereal possibility that an
understatement of tax attributable to a corporate tax shelter could result in the imposition of a
meaningful penalty would have asignificant effect on the cost-benefit analysis. Under present
law, however, the chances of a corporation being subject to a penalty from a corporate tax shelter
areremote. Asdiscussed below, the principal reason is because of the deference that is shown to
tax shelter opinions. The NY SBA recently commented:

Moreover, under our penalty system, as long as the corporate taxpayer has
reasonably relied on an opinion of counsel, the only downside to the taxpayer will
likely be the payment of interest on the deficiency, which at the best actsas a
blunt and insufficient penalty for being wrong. Thus, when a probability analysis
is done and the chances of detection and ultimate unfavorable outcome are
combined with the lack of predictable and substantial penaltiesfor the failure of
the position of the taxpayer to be sustained, arational corporate taxpayer can
often conclude that engaging in even a transaction highly questionable under
current law is, financially, well worth the risk.>®

In short, the current system is unbalanced in that there appear to be large potential
benefits from entering into a corporate tax shelter transaction with little corresponding cost. Itis
reasonabl e to conclude that the corporate tax shelter phenomenon will continue and grow unless
and until there is ameaningful shift in this cost-benefit calculus.

%27 Thisincreased rate, however, only appliesto large corporate underpayments for
periods beginning the 30" day after the earlier of the day the IRS sends (1) a statutory notice of
deficiency or (2) afirst letter of proposed deficiency that allows ataxpayer an opportunity for
administrative review at IRS Appeals. Sec. 6621(c)(1). For the calendar quarter beginning July 1,
1999, the interest rate for large corporate underpaymentsis 10 percent. The after-tax rate, taking
into account the deductibility of the interest, is 6.5 percent.

% See Part V.B. of this study for adiscussion of ataxpayer’s opportunity cost of capital.
52 NY SBA May Report, supra note 508, at 13.
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c. Tax advisor opinions

Opinions regarding the tax aspects of corporate tax shelters (“tax advisor opinions’) are
accorded considerable weight in determining whether a penalty isimposed. Many, if not most,
tax sheltersinclude atax advisor opinion that analyzes the tax treatment of the items giving rise
to the material tax benefits. For the reasons discussed below, these opinions typically conclude
that the tax treatment of such itemsis“more likely than not” the proper tax treatment.

The existence of a“more likely than not” opinion playsacritical role in a corporation’s
decision to invest in atax shelter because it represents the minimum standard necessary for an
opinion to enable ataxpayer to avoid the 20 percent substantial understatement penalty. Asthe
Chair of the ABA Tax Section recently noted,

We are particularly concerned about [the aggressive use of tax shelters by
corporate taxpayers] because it appears that the lynchpin of these transactionsis
the opinion of the professional tax advisor. The opinion provides alevel of
assurance to the purchaser of the tax plan that it will have a good chance of
achieving itsintended purpose. Even if the taxpayer ultimately loses, the
existence of afavorable opinion is generally thought to insulate the taxpayer from
penalties for attempting to understate its tax liability.>*

The ambiguitiesin the applicable statutory and judicia case law, coupled with the
subjective nature of judicial doctrines, have led to asignificant divergence of views regarding
whether a particular arrangement satisfies the “more likely than not” standard. Asaresult, there
is added pressure on tax advisors to issue such opinions. Asone commentator noted,

Thelega ambiguity and hence variance in perception of a given shelter, together
with the different attitudes lawyers bring to interpretive issues makesit easy for a
shelter promoter to obtain a more likely than not opinion; all the promoter hasto
doisto ‘shop’ the opinion to more than one firm. Eventually, the promoter will
find alawyer who will give the opinion.>!

At the same time, there appears to be alack of legal accountability if the tax shelter
opinion is flawed.

50 ABA Tax Section testimony, supra note 507, at 4 (emphasis added).

%31 Joseph Bankman, The New Market in Corporate Tax Shelters, 83 Tax Notes 1775,
1782 (1999). Seeadso NY SBA May Report, supra note 508, at 53 (stating, “we suspect that many
others of us, whether we would acknowledge it to ourselves or not, feel subtle pressuresto give
favorable opinionsin order to be ‘at the table,” to continue to be involved with our clients
transactions, and ultimately to generate our fair share of revenues for our firms’).
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In theory, a company that purchased a shelter that was successfully challenged in
court could sue an opinion writer. In practice, a necessary condition of a suit --
judicial rejection of ashelter -- isitself ararity. . . . Asnoted earlier, the primary
function of atax opinion isto insulate companies that purchase the shelter from
penalties. An opinion succeedsin thisfunction by itsvery existence. The tacit
understanding of the nature of an opinion makesit lesslikely that an opinion
writer will be sued, and makes reliance in a suit harder to establish. Finally, the
‘more likely than not’ standard and the confused nature of the tax law work
against any potential liability >

One troubling practice with respect to tax advisor opinionsis the reliance on generic fact
patterns. Thus, the analysisin the tax advisor opinion may be based on facts that are not
necessarily the facts of the specific transaction, particularly where the arrangement is offered to
multiple parties. A related concern involves the assumption of critical elements of the opinion.
For example, the tax advisor opinion may assume as fact that an arrangement has some genuine
nontax business purpose. As discussed below, Circular 230 and ABA Formal Opinion 346
contain rules regarding the application of the law to the actual facts, and restrictions on the use of
assumptions and hypothetical facts. The lack of sufficient enforcement measures, however,
hamper the effectiveness of these rules.

d. Insufficient standards of practice and lack of enforcement of these standards

Circular 230 isthe primary administrative tool to enforce practitioners’ compliance with
the standards of practice, and the Director of Practice isresponsible for exercising disciplinary
authority over practitioners. For a number of reasons, Circular 230, in its present form, isill-
suited to regulate the conduct of practitioners asit relatesto corporate tax shelter activities. The
problems with Circular 230 are twofold: the insufficiency of the standards and the lack of
effective enforcement measures.

() Insufficient standards

The Circular 230 standards are too limited to serve as an effective deterrent against
professional misconduct in the corporate tax shelter area. For example, Circular 230 setsforth
the rules, duties, and conduct of practitioners “relating to authority to practice before the Internal
Revenue Service.”*®* The phrase “ practice before the Internal Revenue Service’

comprehends all matters connected with the presentation to the IRS or any of its
officers or employeesrelating to a client’ srights, privileges, or liabilities under the

5% Bankman, supra note 531, at 1782-83.
8 Circular 230, sec. 10.0 (emphasis added).
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laws or regulations administered by the Internal Revenue Service. Such
presentations include the preparation and filing of necessary documents,
correspondence with and communications to the Internal Revenue Service, and
the representation of aclient at conferences, hearings, and meetings.>*

If apractitioner’ stax practice consists of advising taxpayers with respect to corporate tax
shelters, the practitioner’ s activity may not constitute “practice before the Internal Revenue
Service.” Thus, the significance of the Circular 230 standards (and the effectiveness of the
disciplinary sanctions) is greatly diminished. The scope of Circular 230 must be expanded if itis
to play ameaningful role in regulating corporate tax shelter activity. The Circular 230 standards
should apply to any individual who issues an opinion with respect to a corporate tax shelter or is
required to register a corporate tax shelter under section 6111.

The definitions of “tax shelter” and “tax shelter opinion” aso contribute to the
inadequacies of Circular 230. The definition of a*“tax shelter,” which refersto deductionsin
excess of income (and credits in excess of tax liability),> reflects the types of tax shelters that
were marketed to individualsin the 1970s and 1980s. However, it often bears little resemblance
to the corporate tax shelters of today. Likewise, the definition of “tax shelter opinion”>® s
targeted to opinions that are included or referred to in sales promotion efforts, which is not
necessarily how corporate tax shelters are being marketed in the current environment.

(i) Lack of effective enforcement measures

A perception exists that enforcement of the Circular 230 standards is not asvigilant as it
should be. Regardless of whether this perception is accurate, it has the effect of diminishing the
importance with which practitionersregard Circular 230. Asone commentator stated,

Unfortunately, in its current operational mode, the office of the Director of
Practiceisessentially invisible, and it hasalevel of influence on professional
conduct that is commensurate with that invisibility. This situation should be
rectified. The Director of Practice should be a highly visible, highly respected
figure within the tax community, making substantial contributions to tax
administration, proposing new and better standards of practice, and enforcing
existing standards. Thiswould be beneficial not only with regard to controlling

%% Circular 230, sec. 10.2(a).
%5 Circular 230, sec. 10.33(c)(2).
%% Circular 230, sec. 10.33(c)(3).
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aggressive tax shelters but also with regard to enhancing the respect for tax
practice standards generally 5%

One enforcement problem has to do with the relationship between the imposition of
practitioner penalties and Circular 230. Typically, practitioner penalties are waived if the
practitioner establishes that his or her actions were reasonable and made in good faith.
Practitioner actions that |ack reasonableness and good faith (such that penalties were imposed)
raise serious questions of professional misconduct of which the Director of Practice should be
made aware in every instance, asthe Interna Revenue Manual appropriately requires. Similarly,
the relevant State licensing authorities should be made aware of every instance in which the
Director of Practice imposes disciplinary sanctions on a practitioner.

In addition, the Director of Practice does not have the authority to impose monetary
sanctions on a practitioner for aviolation of the Circular 230 standards. A fixed monetary
sanction would have a useful deterrent effect. Thiswould be especially true if the scope of
Circular 230 were expanded to include other partiesthat are involved in the creation, promotion,
or implementation of a corporate tax shelter. Because the activities of such other parties may not
constitute practice before the IRS, the current Circular 230 disciplinary measures would not
function as a meaningful deterrent for those individuals. Reasonable monetary sanctions,
therefore, should be a necessary component of broadening the scope of Circular 230.

Another problem with the enforcement of the Circular 230 standards relates to the lack of
public information regarding any enforcement efforts undertaken by the Office of Director of
Practice. The Director of Practice' sdisciplinary function isintended not only to discipline the
practitioner for his or her professional misconduct, but also to deter others from engaging in
similar conduct. The lack of public information dilutes the deterrence function of Circular 230.
For example, many referrals to the Office of Director of Practice result in the practitioner
receiving aletter of reprimand. The reprimands are not a matter of public record; typicaly, only
the IRS office that forwarded the referral receives notification of the reprimand. Indeed, thereis
some question as to whether a practitioner who receives aletter of reprimand must disclose this
to clients>®

Moreover, even the information with respect to Circular 230 that is made public generaly
failsto provide auseful level of specificity. Inthe weekly Internal Revenue Bulletins, the Director
of Practice announces the names and addresses of practitioners who have been suspended from

587 James P. Holden, 1999 Erwin N. Griswold L ecture Before The American College of
Tax Counsel: Dealing With the Aggressive Corporate Tax Shelter Problem, reprinted in 52 Tax
Law. 369, 376-77 (1999) (hereinafter “Holden lecture”). The Holden lecture, at 374-77, proposes
anumber of changesto Circular 230 with respect to corporate tax shelters.

5% Wolfman, et. al., supra note 479, at 27 n.81.
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practice, their designations (i.e., attorneys, CPASs, enrolled agents or enrolled actuaries) and the
date or period of the suspension. These announcements are consolidated and published in the
Cumulative Bulletins. According to information published in the IRS Cumulative Bulletins, 158
practitioners were disbarred and 852 practitioners were suspended (including voluntary,
involuntary, and expedited suspensions) during the ten-year period of 1988 through 1997.5%®
Very little information is known, however, regarding the factual circumstances that gave rise to
the disciplinary actions>®

%9 The statistics cited in the text were collected from the Cumulative Bulletins during the
relevant period.

>0 The Office of Director of Practice used to publish summaries of closed cases that were
designed to provide information to practitioners regarding the types of activity that may result in
disciplinary action. See 1991-14 1.R.B. 38, 1991-29 |.R.B. 44, and 1991-46 |.R.B. 35, reproduced
in Wolfman, Holden & Harris, supra note 479, at 543-58.
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C. Responding to the Corporate Tax Shelter Problem

A comprehensive response to the corporate tax shelter problem should integrate and build
upon several basic but fundamental precepts. First, any response should, wherever possible,
promote objective standards that are consistent with our rule-based model of taxation. Second,
the response should discourage corporate taxpayers from entering into tax shelter transactions by
increasing the risks associated with such transactions. A stringent penalty regime would be more
effectivein thisregard. Third, a mechanism should be developed through which the Treasury can
obtain better information with respect to tax shelter activity (1) to enable quick responsesto any
clarification in law that may be warranted and (2) to enable the IRS to more successfully propose
adjustments with respect to such transactions on audit. Asarelated matter, shareholders should
be made aware of acorporation’ s activities that gave rise to penalties for the avoidance or evasion
of Federal incometax. Finally, other, nontaxpayer participantsin the corporate tax shelter, such
as promoters and advisors, should be held accountable for their role in the tax shelter
arrangement.>*

1. Thetax system’s dependence on objectivecriteria

Thereis merit and a certain appeal to using broad statements of policy and principlesto
address the modern corporate tax shelter problem. An effective solution, however, must balance
the goal of articulating these conceptual principles with our tax system’s dependence on
objective, rule-based criteria.

Self-assessment is at the heart of the U.S. corporate tax system: it isthe primary means
through which corporate taxes are collected. Critical to the effectiveness of a self-assessment
system is ataxpayer’s general ability to rely on an objective body of rulesin order to (1)
determineitstax liability and (2) plan itslegitimate business activities. Equally essential isthat
the application of this body of rules seemsfair and even-handed. That is, ataxpayer must believe
that the tax system will not impede unnecessarily its ability to conduct business and that the
taxpayer’ s transactions will be taxed in the same general manner as similar transactions of other
taxpayers. Anything that threatens this sense of fairness will erode taxpayer confidence in the
system, damage the integrity of the system, and eventually could lead to the decline of self-
assessment.>? Asaresult, any broad standards of tax law must be sensitive to this need for

1 Although not addressed specifically in this study, any effective response will not be
complete unlessit is adequately enforced. The IRS should aggressively audit corporations to
discover tax shelter activity, litigate such activity, and stringently impose the penalty regime.

2 See statement of Donald C. Lubick, Assistant Treasury Secretary (Tax Policy),
Revenue Provisions in the President’ s FY 2000 Budget: Hearings Before the House Comm. on
Ways and Means, 106" Cong. (Mar. 10, 1999), at 13; see generally Hariton, supra note 414, at
237-38; and Kleinbard, supra note 515, at 235.
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objectivity. At the same time, adherence to this axiom cannot be inflexible because the
proliferation of corporate tax shelters, which in part exploit objective rules, in and of itself will
threaten the integrity of the system.

Thus, arule to address corporate tax shelters should strike a balance between being broad
and flexible on the one hand, but being objective and certain on the other. For example, although
it may be difficult to define precisely what it means to be a corporate tax shelter, a general
principle should focus on a significant purpose to avoid or evade Federal income tax and be
elaborated upon by more objective standards which demonstrate that purpose. Such objective
standards would permit ataxpayer to better evaluate whether to proceed with transactions that
may be suspect.

2. A casefor enhancing the penalties

The goals of arule addressing corporate tax shelters should be to discourage a taxpayer
from entering into atransaction with a significant purpose to avoid or evade tax and to encourage
ataxpayer to correctly and accurately report itstax liability onitsinitial tax return.>® In short, the
goal isto protect the integrity of the system.

There are anumber of conceptual approaches for addressing the corporate tax shelter
phenomenon. One such approach, which was included in the Administration’s proposals
discussed above, is ageneral substantive provision permitting the Treasury and the IRS to deny
tax benefits from corporate tax shelters. Although this approach may be effective, it suffers from
being inconsistent with the tax system’s reliance on objectivity. A substantive rule that would
allow the IRS to disallow deductions, credits, exclusions, or other allowances obtained in atax
shelter transaction, apparently even if the taxpayer’s position would have otherwise been
sustained in court, could inject anew level of uncertainty into the tax law that could impede
legitimate business activity. The equity of such arule would be directly related to both the clarity
of the definition of a corporate tax shelter and the clarity of the underlying provisions of the Code
upon which the taxpayer relied. Therequisite level of clarity may be unrealistic. A redlity of a
complex tax code is that there will be some ambiguities and glitches. Rather than a substantive
rule, the system may be better served by specific |legislation addressing those ambiguities and
glitches upon their discovery.

Nonetheless, under present law the stakes are not high enough to dissuade a corporate
taxpayer from entering into atax shelter transaction. If the corporate taxpayer is caught,
challenged, and loses with respect to atax shelter transaction, as discussed above, so long asthe
corporation reasonably relied on the opinion of counsel, penalties are not likely to be imposed.
Additionally, although there is a higher standard for avoiding a penalty with respect to a
corporate tax shelter under present law as compared to nonshelter activity, the effectiveness of

3 See Kleinbard, supra note 515, at 238.
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that higher standard is diluted by the uncertainty under present law as to when a“significant
purpose” of acorporate transaction is “the avoidance or evasion of federal income tax” (i.e.,
when atransaction is a corporate tax shelter under section 6662). Finally, even when penalties
are raised, the IRS routinely agrees to waive them as part of settlement.>* Accordingly, the only
real disincentive under present law for a corporation to enter into atax shelter transaction isthe
possibility of deductible deficiency interest if the taxpayer is caught and ultimately loses, which,
as previoudly discussed, is not ameaningful disincentive.

A meaningful penalty structure should be established to discourage corporate taxpayers
from entering into corporate tax shelter transactions. Asa starting point, the definition of a
corporate tax shelter under section 6662 should be clarified through the specification of a series
of objective indicators that would give rise to a conclusion that a“significant purpose”’ of the
arrangement “is the avoidance or evasion of Federal incometax.” Even with the adoption of
objective indicators, however, there likely will aways be some level of subjectivity involved in
the determination of when a corporate tax shelter exists. Such subjectivity ismuch less of a
concern in connection with a penalty provision, which would only apply after an understatement
is determined, as opposed to a substantive provision, which could be used to create an
understatement.>* Unlike a substantive provision, an enhanced penalty structure such asthis
would not be inconsistent with objectivity or fairness because the penalty would only apply if the
taxpayer’ s position results in an understatement.

Under this penalty structure, if atransaction is a corporate tax shelter and it givesriseto
an understatement, then the taxpayer would be subject to an increased penalty that would be
sufficient to alter the taxpayer’ s cost-benefit analysis when evaluating the transaction. The
increased penalty rate generally should be higher than the penalty rate for understatements that
are not attributable to corporate tax shelters.>® Once an understatement with respect to a

%4 See Garlock, supra note 525, at S-53.

¥ Along the same lines, some have commented that even an overbroad definition of
corporate tax shelter, which might capture some legitimate business transactions, would be
acceptable in a penalty regime (1) that only applies to understatements and (2) in which taxpayers
are on notice that increased penalties may apply. See NY SBA June Report, supra note 521, at 18
(stating, “that it is desirable to put taxpayers who engage in tax motivated transactions on notice
that, should they lose, there would be increased costs, even if that risk might chill some otherwise
legitimate activity that is covered by the definition™).

¢ Increased penalty rates already apply in analogous contexts under present law. For
example, with respect to a substantial valuation misstatement a 20-percent penalty applies,
whereas with respect to a gross valuation misstatement the penalty rate isincreased to 40 percent.
See section 6662(e) and (h). A similar two-tiered penalty structure applies with respect to
pension liability overstatements and estate or gift tax valuation understatements.
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corporate tax shelter occurs, the penalty should be automatic as a percentage of the
understatement. Corporations are generally penalty adverse. Anecdotal evidence suggests that
corporations frequently will structure settlementsin a manner that will avoid the imposition of
penalties, which reflect poorly on the corporation’s performance. Thus, to be effective, the IRS
should not have the discretion to waive the penalty. The only way for a corporate taxpayer to
avoid the penalty would be to properly disclose the transaction in accordance with prescribed
requirements, be highly confident asto the likelihood of its position being sustained on its merits,
and have a meaningful nontax purpose germane to the taxpayer’s business.

3. Theneed for disclosure
a. Disclosureto Treasury

A fundamental element of any conceptual framework for dealing with corporate tax
sheltersis effective, meaningful disclosure of the suspect activity.>' In order for the system to
react in atimely fashion on either amacro or micro level, disclosureis essential. Disclosure
should serve two purposes: First, on amacro level, disclosure should function as an “early
warning device” providing notice to Treasury of apotential gap or inconsistency in the tax law
that warrants attention. This goal would be served best by a separate disclosure statement filed
with the IRS shortly after the close of asignificant corporate tax shelter transaction. Second, on a
micro level, improved disclosure with the taxpayer’ s return is necessary in order to provide IRS
examiners with more adequate information to enable them to identify appropriate audit issues
and evaluate the taxpayer’ s analysis that supports its return position.

To be meaningful, the taxpayer’ s disclosure should include a summary of the relevant
facts and assumptions with respect to the transaction, a description of the tax benefits the
taxpayer anticipates from the transaction, an indication of the properties which make the
transaction suspect, and a description of the taxpayer’ srationale for the tax treatment, including
the substantive authority upon which the taxpayer relies. The disclosure also should include a
description of the taxpayer’s material nontax business purpose. Additionally, disclosure of
certain contingent fee arrangements would be relevant.

It isimportant for any disclosure required of the corporate taxpayer to be afforded an
appropriate level of diligence and review. In other words, proper disclosure should be viewed as
more than a mere administrative requirement. Accordingly, the corporation’s chief financial
officer or another senior corporate officer having knowledge of the facts and assumptions made
in connection with atransaction should certify that the disclosure statements are true, accurate,
and complete. Disclosure, however, cannot and should not be construed as an admission (or
otherwise give rise to an inference) that the underlying transaction would not prevail on its merits.

%7 See ABA Tax Section testimony, supra note 507, at 7; AICPA Tax Division testimony,
supra note 509, at 19.
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b. Disclosureto shareholders

The Treasury and IRS are not the only parties to which disclosure of corporate tax shelter
activity may beimportant. Tax penalties are ameasure for deterring and punishing failure to
comply with the tax law. Any sanction for an aggressive transaction in which a significant
purpose is the avoidance or evasion of Federal income tax may be indicative of conduct that is
contrary to public policy and should be considered a qualitatively material item that warrants
disclosureto a corporation’ s shareholders. For similar reasons, the Securities and Exchange
Commission (“SEC”) requires disclosure of certain proceedingsinvolving actual and potential
violations of environmental regulations where, among other things, agovernmental authority isa
party to the proceeding and there are potential monetary sanctions that are not reasonably
believed to be less than $100,000. The SEC asserts that disclosure of fines by governmental
authorities may be of particular importance in assessing a corporation’ s environmental
compliance problems. “Proceedingsinvolving fines. . . may be moreindicative of possible
illegality and conduct contrary to public policy.”**® The same qualitative factors justify disclosure
to shareholders of tax shelter penalties.

Although there is no disclosure requirement with respect to penalties under current law,
thereis precedent for a Code requirement of shareholder disclosure. For example, with respect to
certain employee remuneration under section 162(m) and golden parachute payments under
section 280G, shareholder disclosure is a prerequisite to certain exceptions.

c. Disclosure by promoters

In addition to disclosure by the taxpayer, another means of obtaining an early warning
with respect to some corporate tax shelters would be to require disclosure by a promoter of atax
shelter. The corporate tax shelter rubric therefore should include an expansion of the
requirement that a promoter of a corporate tax shelter register that shelter. Such registration
generally should involve disclosure of the types of information described above in connection
with taxpayer disclosure. Under section 6111(d), certain arrangements with a significant purpose
to avoid or evade Federal incometax are treated as shelters that are required to be registered if the
arrangement is offered under conditions of confidentiality. Although conditions of
confidentiality may be an indication of a corporate tax shelter, it should not be a prerequisite to
registration because such a standard is easily avoided.

8 Securities Act Release No. 6315, 46 Fed. Reg. 25638 (May 4, 1981); see also
Instruction 5 to Item 103, 17 CFR 229.103, of Regulation S-K, 17 CFR 229.10 - 229.915.
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4. Addressing other participants

The corporate taxpayer often does not act alone with respect to its engagement in tax
shelter activity. While some corporate tax shelter activity is undoubtedly developed and
implemented entirely “in-house,” much of the activity involves outside promoters and advisors.
To the extent that the goal of a corporate shelter ruleisto curb the propagation of tax shelter
activity, it is appropriate to address the behavior of the nontaxpayer participantsin corporate tax
shelters.

One avenue for addressing nontaxpayer participantsisto require promoter registration of
corporate tax shelters, as discussed above. 1n addition, the penalty for aiding and abetting the
understatement of tax liability through the use of corporate tax shelters should be enhanced so as
to pose aredlistic threat of sanction to promoters and advisors with respect to atax shelter.
Moreover, the standards of practice with respect to corporate tax shelter activity should be raised.
In short, as a conceptual matter, those who encourage or assist in a corporate taxpayer’ s shelter
activity should bear some responsibility for their participation in that activity.
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D. Recommendations

1. Overview of recommendations

The Joint Committee staff makes a series of recommendations to modify the penalties,

registration requirements, and standards of practice asthey relate to corporate tax shelters. The
recommendations fall into two categories: those that affect corporations that participate in tax
shelters, and those that affect other partiesinvolved in corporate tax shelters.

a. Recommendationsthat affect corporationswhich participate in corpor ate
tax shelters

The Joint Committee staff recommends the following clarifications and enhancements to

the present-law penalty for a substantial understatement of income tax (sec. 6662) resulting from
acorporate tax shelter:

Clarify the definition of a corporate tax shelter for purposes of the understatement penalty
with the addition of several objective “tax shelter indicators.” If a corporate participant
entersinto an entity, plan, or arrangement that is described by one (or more) of the tax
shelter indicators, then a significant purpose of the entity, plan, or arrangement will be
considered to be the avoidance or evasion of Federa incometax. The recommendation
would not otherwise modify the present-law definition of atax shelter. Therefore, an
entity, plan, or arrangement can be atax shelter even though it does not display any of the
“tax shelter indicators’ (i.e., if asignificant purpose isthe avoidance or evasion of Federd
income tax).

Modify the penalty so that, with respect to a corporate tax shelter, there would be no
requirement that the understatement be substantial.

Increase the penalty rate from 20 percent to 40 percent for any understatement that is
attributable to a corporate tax shelter. The IRS would not have the discretion to waive the
understatement penalty in settlement negotiations or otherwise for corporate tax shelters.

Provide that the 40-percent penalty could be completely abated (i.e., no penalty would
apply) if the corporate taxpayer establishes that it satisfies certain abatement
requirements. Foremost among the abatement requirements is that the corporate
participant believes there is at |east a 75-percent likelihood that the tax treatment would be
sustained on the merits. Another requirement for complete abatement involves disclosure
of certain information that is certified by the chief financial officer or another senior
corporate officer with knowledge of the facts.

Provide that the 40-percent penalty would be reduced to 20 percent if certain required
disclosures are made, provided that the understatement is attributable to a position with
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respect to the tax shelter for which the corporate participant has substantial authority in
support of such position.

Require a corporate participant that must pay an understatement penalty of at least $1
million in connection with a corporate tax shelter to disclose such fact to its shareholders.
The disclosure would include the amount of the penalty and the factual setting under
which the penalty was imposed.

b. Recommendationsthat affect other partiesinvolved in cor poratetax shelters

The Joint Committee staff makes the following recommendations relating to rules

affecting other partiesinvolved in corporate tax shelters:

Increase the penalty for aiding and abetting with respect to an understatement of a
corporate tax liability (sec. 6701) attributable to a corporate tax shelter from $10,000 to the
greater of $100,000 or one-half the fees related to the transaction.

Expand the scope of the aiding and abetting penalty to apply to any person who assists or
advises with respect to the creation, implementation, or reporting of a corporate tax
shelter that results in an understatement penalty if (1) the person knew or had reason to
believe that the corporate tax shelter could result in an understatement of tax, (2) the
person opined or advised the corporate participant that there existed at least a 75-percent
likelihood that the tax treatment would be sustained on the meritsif challenged, and (3) a
reasonabl e tax practitioner would not have believed that there existed at least a 75-percent
likelihood that the tax treatment would be sustained on the merits if challenged.

Require the publication of the names of any person penalized under the aiding and
abetting provision and an automatic referral of the person to the IRS Director of Practice.

Clarify the U.S. government’ s authority to bring injunctive actions against persons who
promote or aid and abet in connection with corporate tax shelters.

Modify the present-law rules regarding the registration of corporate tax shelters by (1)
deleting the confidentiality requirement, (2) increasing the fee threshold from $100,000 to
$1 million, and (3) expanding the scope of the registration requirement to cover any
corporate tax shelter that is reasonably expected to be presented to more than one
participant.

Include the explicit statutory authorization for Circular 230 in Title 26 of the United States
Code and authorize the imposition of monetary sanctions.

Recommend that, with respect to corporate tax shelters, Treasury amend Circular 230
generdly to (1) reviseits definitions, (2) expand its scope, and (3) provide more
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meaningful enforcement measures (such as the imposition of monetary sanctions,
automatic referral to the Director of Practice upon the imposition of any practitioner
penalty, publication of the names of practitioners that receive letters of reprimand, and
automatic notification to State licensing authorities of any disciplinary actions taken by
the Director of Practice).

2. Description of recommendations

a. Recommendationsthat affect corporationswhich participatein corporate tax
shelters

(i) Penalty structure

(A) Definition of tax shelter

The Joint Committee staff recommends clarifying the definition of a corporate tax shelter
for purposes of the understatement penalty (sec. 6662) with the addition of several “tax shelter
indicators.” The addition of the tax shelter indicators would not otherwise affect the present-law
definition of atax shelter. Thus, asunder present-law, an arrangement would be treated as a
corporate tax shelter if it has as a significant purpose the avoidance or evasion of Federal income
tax.

Specificaly, the Joint Committee staff recommends adding the following:

With respect to a corporate participant, a partnership, or other entity, plan
or arrangement will be considered to have a significant purpose of avoidance
or evasion of Federal incometax if it is described by one (or more) of the
following indicators:

(1) Thereasonably expected pre-tax profit fromthe arrangement is
insignificant relative to the reasonably expected net tax benefits.

(2) Thearrangement involves a tax-indifferent participant, and the
arrangement:

(@) Resultsintaxable income materially in excess of economic income to
the tax-indifferent participant,

(b) Permits a corporate participant to characterize items of income, gain,
loss, deductions, or creditsin a more favorable manner than it
otherwise could without the involvement of the tax-indifferent
participant, or
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(©) Resultsina noneconomic increase, creation, multiplication, or shifting
of basis for the benefit of the corporate participant, and resultsin the
recognition of income or gain that is not subject to Federal income tax
because the tax consequences are borne by the tax-indifferent
participant.

(3) The reasonably expected net tax benefits from the arrangement are
significant, and the arrangement involves a tax indemnity or similar agreement
for the benefit of the corporate participant other than a customary indemnity
agreement in an acquisition or other business transaction entered into with a
principal in the transaction.

(4) The reasonably expected net tax benefits from the arrangement are
significant, and the arrangement is reasonably expected to create a “ permanent
difference” for U.S. financial reporting purposes under generally accepted
accounting principles.

(5) The reasonably expected net tax benefits from the arrangement are
significant, and the arrangement is designed so that the cor porate participant
incurslittle (if any) additional economic risk as a result of entering into the
arrangement.

For purposes of this study, the above five indicators collectively are referred to as the “tax
shelter indicators.”

(B) Definitions
Corporate participant. -- A corporate participant would be defined as any domestic

corporation with average annual gross receipts in excess of $5 million (determined in accordance
with section 4438(c)).

Entity, plan, or arrangement. -- An entity, plan, or arrangement includes all the elements
necessary to achieve the intended tax result. 1t does not include other elements that are not
necessary to achieve such tax results, whether or not these other elements are an integrated part
of the entity, plan, or arrangement, or have tax ramifications of their own. This*anti-stuffing”
concept isintended to prevent corporate participants from, for example, increasing the
reasonably expected pre-tax profit by contributing income-producing assets that are not a
necessary element of the arrangement. In addition, the mere purchase or sale of an asset, in and
of itself, does not constitute and entity, plan, or arrangement. For simplicity, the phrase “entity,
plan, or arrangement” is sometimes referred to herein as an “arrangement”.

Reasonably expected pre-tax profit. -- The amount of the reasonably expected pre-tax
profit would be the excess of expected revenues over expected expenses attributable to the
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entity, plan, or arrangement. “Reasonably expected” would take into account the probability of
receiving the expected cash flows and would reflect the same cal culations that the corporate
participant used in making the decision to enter into the entity, plan, or arrangement.

All expected items of revenue and expense would be recognized on a cash-flow basis
discounted to their present value as of the date on which the corporate participant entersinto the
entity, plan, or arrangement. All assumptions and determinations must be reasonable and would
be made as of the date on which the corporate participant entersinto the entity, plan, or
arrangement. All taxes> other than Federal income taxes, would be taken into account as
expenses in the period in which they are expected to be paid. Similarly, all associated fees and
transaction costs would be taken into account as expensesin the period in which they are
expected to be paid. In determining the reasonably expected pre-tax cash flow, an event whose
timing can be indefinitely deferred without material adverse consequences would be disregarded
if itsinclusion would make it less likely that the arrangement would constitute a tax shelter.

Reasonably expected net tax benefits. -- The amount of the reasonably expected net tax
benefits would be determined by taking into account (on a present value basis) all expected
increases and decreases in Federal income tax payments that are attributabl e to the entity, plan, or
arrangement as expected to be reported on the return. All assumptions and determinations must
be reasonable and would be made as of the date on which the corporate participant enters into
the entity, plan, or arrangement. The reasonably expected net tax benefits would be adjusted to
reflect positions actually claimed or reflected on the corporate participant’ s original return or any
amended return filed prior to the receipt of notification that the corporate participant has been
scheduled for examination. In determining the reasonably expected net tax benefits, an event
whose timing can be indefinitely deferred without material adverse consequences would be
disregarded if itsinclusion would make it less likely that the arrangement would constitute a tax
shelter.

Present value. -- The present value of amounts would be determined using a discount rate
equal to the short-term applicable Federal rate plus one percentage point (100 basis points).

Tax-indifferent participant. -- A “tax-indifferent participant” would include aforeign
person (e.q., anonresident alien individual or aforeign corporation) not subject to Federal
income tax from the arrangement, a Native American tribal organization, and a tax-exempt
organization (unless all or substantially al of the income of such organization from the
arrangement is subject to tax). An entity would not be considered atax-indifferent participant to
the extent that the entity or the owners of such entity are currently subject to Federal income tax
with respect to the income of the entity related to the arrangement.

¥ Thisincludes Federa excise taxes and any foreign, State, or local taxes.
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Tax indemnity or similar agreement. -- A “tax indemnity or similar agreement” means an
indemnity clause, a guarantee, insurance, or any other arrangement under which the corporate
participant would be entitled to be recompensed in the event that it is not entitled to all or any
portion of the expected net tax benefits, or any other arrangement that has a similar economic
effect.

Customary indemnity agreement. -- A customary indemnity agreement includes (but is
not limited to) indemnifications with respect to tax representations and warranties regarding the
timely filing of all tax returnsthat are due, the payment of al taxesthat are owed, the accuracy of
such returns, and the tax audit history of a party to atransaction. Other examplesinclude
indemnifications with respect to representations and warranties regarding aseller’ s status as a
United Statesreal property holding corporation, representations and warranties regarding tax-free
reorgani zations and spin-offs, and the tax-exempt status of a bond issuance.

Principal. -- A principal in atransaction is any party to the arrangement that has a
meaningful economic interest in the entity, plan, or arrangement. Ordinarily, an equity or profits
interest of lessthan 10 percent of the value of the entity, plan, or arrangement will not be
considered a meaningful economic interest. Aninsurance policy that is designed to guarantee all
or any portion of the tax benefits arising from an entity, plan, or arrangement will not, in and of
itself, cause the policy issuer to be considered a principal in such arrangement.

(C) Application of each tax shelter indicator

Thefollowing is an analysis of each tax shelter indicator.

Insignificant pre-tax profit relative to tax benefits

The reasonably expected pre-tax profit from the arrangement isinsignificant relative
to the reasonably expected net tax benefits.

A common characteristic of corporate tax sheltersisthat they generate little, if any,
economic profit but at the same time produce significant Federal income tax benefits. Significant
positive cash flows, on the other hand, tend to indicate that a nontax business purpose exists with
respect to an arrangement and therefore, the arrangement may have been undertaken irrespective
of any tax benefits. Prospective investors generally evaluate the benefits of investment
opportunities based on, among other things, a present value analysis of the net cash flows and
any other related implications, such as Federal income taxes. Thus prior to undertaking a new
investment, the reasonably expected cash flows and other benefits and detriments have been
guantified to the extent possible in an effort to make an informed decision.

The determination of whether an entity, plan, or arrangement is described by the
"insignificant pre-tax profit relative to tax benefits' indicator involves an evaluation of reasonably
expected cash flows. Reasonably expected cash flows must be discounted to present value as of
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the date on which the corporate participant enters into the entity, plan, or arrangement. As an
example, assume a corporate participant enters into an arrangement after evaluating the following
reasonably expected cash flows:

The corporate participant would initially invest $500. The arrangement is designed so
that the corporate participant can reasonably expect to receive $300 of positive cash flows
each year for five years, but would pay $300 of negative cash flows each year. Thus, its
pre-tax cash flowsfor first five years would completely offset. The corporate participant
reasonably anticipates that the arrangement would provide deductions for tax purposes of
$700 ayear for the first three years. The arrangement would then generate taxable income
for the corporate participant of $250 ayear for yearsfour and five. For year six, thereisa
95 percent probability that the arrangement will provide the corporate participant with a
positive pre-tax cash flow of $563, all of which would be taxable. Thereisafive-percent
chance that for year six there will be a positive, taxable pre-tax cash flow of $1100.

When combining the 95-percent scenario with the five-percent scenario, the corporate
participant reasonably expects a positive cash flow of $590 for year six. Assume that the
corporate participant pays a 35-percent tax rate, and that the short-term AFR isfive
percent, so that the applicable discount rate (AFR plus one percent is the required
discount rate for the present-value computations) is six percent. The reasonably expected
cash flows are shown in the chart below.

Expected
Expected Tax Tax After-Tax

Expected | Expected | Pre-Tax Deductions Savings Cash

Y ear CashIn | Cash Out | Cash Flow (Income) (Cost) Flow
0 ($500) ($500) ($500)
1 $300 (300) 0 $700 $245 245

2 300 (300) 0 700 245 245
3 300 (300) 0 700 245 245
4 300 (300) 0 (250) (88) (88)
5 300 (300) 0 (250) (88) (88)
6 590 590 (590) (206) 334
Tota $2090 ($2000) $90 $1010 $353 $443

PV @ 6% ($84) $374
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Although thereis apositive pre-tax cash flow (areturn of less than three percent),
when the pre-tax cash flow is discounted to present value at six percent, the reasonably
expected pre-tax profit is actually aloss of approximately $84. The reasonably expected
net tax benefits on a present value basis are approximately $374 (resulting in an
approximately 26-percent after-tax profit). The reasonably expected pre-tax profit from
this arrangement is clearly insignificant relative to the reasonably expected net tax
benefits.

Asafurther example, assume that a domestic corporation purchases al rights to a patent
for $7.5 million. The patent rights will expire prior to the end of the year. The only expected
income from the patent is the final royalty payment that will be received upon its expiration. The
final royalty is expected to be $10 million and subject to a 30-percent foreign withholding tax.
The reasonably expected pre-tax profit isaloss of $0.5 million ($7.5 million cash net outflow less
$7.0 million net cash inflow, foreign withholding taxes being treated as an expense for this
purpose). The reasonably expected net tax benefits are $3 million of foreign taxes available for
credit. The reasonably expected pre-tax profit (alossin this case) isinsignificant in relation to the
reasonably expected net tax benefits of $3 million and therefore would be considered a corporate
tax shelter.>®

In addition, the ACM case provides a recent example of an arrangement that likely would
be described by thisindicator. Aspreviously discussed, the court in ACM held that the
purported transactions lacked economic substance.®! In assessing the reasonably expected pre-
tax cash flow of the ACM partnership, the court found that “the partnership did not undertake
the section 453 investment strategy with a reasonable expectation that it would be profitable, on a
pretax basis, . . . Colgate could not have achieved a non-negative net present value under any
reasonable forecast of future interest rates.”*? Colgate deducted losses and transaction expenses
related to the ACM arrangement that exceeded $100 million, producing approximately $35
million of tax benefits (calculated at the highest marginal corporate income tax rate of 35
percent). The net tax benefits are dlightly less when calculated on a present value basis with
respect to the date in which the arrangement was entered into, but are nevertheless significant.
Thus, the ACM arrangement was reasonably expected to produced an insignificant (actually
expected to be negative) pre-tax cash profit relative to the reasonably expected net tax benefits
($35 million), and would be considered to be a corporate tax shelter.

| nvolvement of tax-indifferent participant

%0 This exampleis based on the factsin Example 1 in Notice 98-5, 1998-3 |.R.B. 49.
%1 For amore detailed discussion of ACM, see Part VIII.A., above.

52 ACM Partnership v. Commissioner, 73 T.C.M. (CCH) 2189, 2219, 2221 (1997).
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The arrangement involves a tax-indifferent participant, and the arrangement:

. Resultsin taxable income materially in excess of economic income to the tax-indifferent
participant,
. Permits a corporate participant to characterize items of income, gain, loss, deductions,

or creditsin a more favorable manner than it otherwise could without the involvement
of the tax-indifferent participant, or

. Results in a noneconomic increase, creation, multiplication, or shifting of basis for the
benefit of the corporate participant, and resultsin the recognition of income or gain
that is not subject to Federal income tax because the tax consequences are borne by the
tax-indifferent participant.

The involvement of atax-indifferent participant is a common characteristic of many tax
shelters. It is often not economically feasible for a corporate participant to enter into this type of
arrangement with someone other than atax-indifferent participant because the tax-indifferent
participant isableto “lend” its special tax status to the arrangement in return for compensation.
Additionally, the arrangement typically would be structured so as to minimize (if not completely
eliminate) the tax-indifferent participant’ s exposure to any economic risk from the tax shelter.
For these reasons, it is appropriate that the involvement of atax-indifferent participant isan
indication of acorporate tax shelter.

The types of corporate tax sheltersinvolving tax-indifferent participants fall into three
genera categories. Thefirst category is atransaction that results in taxable income in excess of
economic income to the tax-indifferent participant. In some transactions, the allocation of the
taxable income primarily to the tax-indifferent participant is followed by alater reversal of the
income, which takes the form of ataxable lossthat isrecognized primarily by the corporate
participant.®® In other transactions, taxable income is attributed to the tax-indifferent participant
and givesrise to a corresponding tax deduction that is recognized by the corporate participant. In
either event, the tax-indifferent participant’sinvolvement is ostensibly to recognize most (if not
al) of the taxable income; the corporate participant stands to receive the benefit of the
corresponding loss or deduction.

3 For example, as previously discussed in connection with the first tax shelter indicator,
inthe ACM case, Colgate’ sinterest in ACM went from 17.1 percent in the year that ACM
recognized the gain to 99.5 percent in the year that ACM recognized the loss. Therefore, most of
the gain was all ocated to the tax-indifferent participant whereas the |oss was allocated primarily
to Colgate.
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Certain “lease-in/lease-out” (“LILO”) transactions provide an example of this category of
tax shelter. InaLILO transaction such as the one described in Rev. Rul. 99-14,%* the corporate
participant entersinto along-term agreement to |ease property from atax-indifferent participant
(the “headlease”), and immediately thereafter, the corporate participant |eases the property back
to the tax-indifferent participant (the “ sublease”). The headlease requires the corporate
participant to make a sizable rental prepayment at the beginning of the lease, and a
“postpayment” at the end of the lease. The sublease requires the tax-indifferent participant to
make fixed, annual payments during the lease period. For Federal tax purposes, the corporate
participant and the tax-indifferent participant allocate the prepayment over a much shorter period
than the term of the headlease. Notwithstanding that the corporate participant includesin gross
income the rents received on the sublease,

[b]y accounting for each element of the transaction separately, [the corporate
participant] purports to generate a stream of substantial net deductionsin the early
years of the transaction followed by net income inclusions on or after the
conclusion of the Sublease primary term. Asaresult, [the corporate participant]
anticipates a substantial net after-tax return from the investment.>*

Corresponding to this stream of early-year deductionsis significant taxable income
allocated to the counterparty, which is tax-indifferent. For participating in the transaction, the
tax-indifferent participant typically collects an accommodation fee. The taxable income allocated
to it, however, (to which it isindifferent) far exceeds its economic income.>®

The second category of arrangements with tax-indifferent participantsinvolve
transactions in which the role of the tax-indifferent participant isto facilitate the taxpayer’ s ability
to characterize items of income, gain, loss, deductions, or creditsin a more favorable manner than
it otherwise would without the involvement of the tax-indifferent participant. For example, in a
“step-down preferred” transaction, areal estate investment trust (“REIT”) that is controlled by a
corporation (“ corporate sponsor”) issues preferred stock to atax-indifferent participant. The
preferred stock pays an above-market yield rate for an initial period (e.q., ten years). At the end
of theinitial period, pursuant to the terms of the arrangement, the value of the preferred stock
drops to anominal amount that is far below the tax-indifferent participant’s origina investment.
Thisdrop in value results from changesin the preferred shareholders' dividend and voting rights

54 1999-13 .R.B. 3 (Mar. 29, 1999).
> 1d.

%6 |t isasolikely that in aLILO transaction such as the one described in Rev. Rul. 99-14,
the reasonably expected pre-tax profit, determined on a present value basis, isinsignificant when
compared to the reasonably expected net tax benefits, causing it also to be described in the
previous tax shelter indicator.
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which, by virtue of the terms of the arrangement, automatically take effect at the end of the initial
period. The above-market “dividend” payments to the tax-indifferent participant in fact represent
arecovery of the tax-indifferent participant’ sinvestment (i.e., basisrecovery). A taxableinvestor
would not likely invest in an arrangement that would require it to treat a substantial portion of its
basis recovery asincome. In contrast, the tax-indifferent participant is unaffected by the
character of the payments. In effect, the involvement by the tax-indifferent participant facilitates
the corporate sponsor’ s ability to repay the tax-indifferent participant with income that is not
subject to tax.

Thethird category of arrangements with tax-indifferent participants involves transactions
in which (1) the corporate participant enjoys the benefits of an increased tax basis in property
without having incurred an economic “cost” for the tax basis, and (2) the transaction would
generally giverise to Federal income tax except that the tax consequences are borne by the tax-
indifferent participant. One illustration of this arrangement is a“basis-shift” transaction. For
example, assume aforeign parent corporation (the tax-indifferent participant) owns 100 percent
of the stock of aforeign subsidiary. An unrelated U.S. corporate participant arranges to acquire a
minimal interest in the foreign subsidiary, and an option to acquire a51 percent interest in the
tax-indifferent participant. If the foreign subsidiary redeemsits stock from the tax-indifferent
participant, the tax-indifferent participant would treat the redemption as a dividend,®” which
generally would be subject to Federal income tax except for the fact that the recipient isaforeign
corporation. However, the tax-indifferent participant’ s basis in the stock of the foreign subsidiary
arguably would “shift” to the U.S. corporate participant’s stock basisin the foreign subsidiary,>®
resulting in anoneconomic increase in the basis of the stock.

Another example of thistype of arrangement isa* section 357(c)” transaction. The
section 357(c) transaction may involve aforeign parent corporation (the tax-indifferent
participant) that owns depreciable property. The depreciable property is encumbered by
nonrecourse indebtedness that significantly exceeds the tax-indifferent participant’ s adjusted
basis (and fair market value) in the depreciable property. The tax-indifferent participant
contributes the property (subject to the nonrecourse indebtedness) to a wholly-owned domestic
subsidiary (the corporate participant) in atransaction that qualifies as atax-free incorporation
under section 351. In general, section 357(c) requires atransferor to recognize gain to the extent
the nonrecourse liability exceeds the transferor’ s basisin the property. In this example, however,
the gain is not reported because the transferor is not subject to Federal income tax on such gain.
The corporate participant is entitled to anoneconomic increase in the basis of the property.

%7 This result occurs because of the application of the attribution rules under section 318.

%8 Treas. Reg. sec. 1.302-2(c) ex. 2 illustrates the shifting of basisin the redeemed stock
to the remaining stock in adividend transaction (involving a husband-wife situation).
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In both examples, the corporate participant ended up owning property with an increased
tax basis for which (1) the corporate participant does not incur a corresponding economic cost,
and (2) the tax consequences are borne by atax-indifferent participant. The tax shelter indicator
would not apply to transactions where the corporate participant incurs acommensurate “cost” in
connection with the increased tax basis. Thus, it would not apply to an arrangement in which a
corporate participant purchases property from atax-indifferent participant for its fair market
value.

Existence of honcustomary tax indemnity

The reasonably expected net tax benefits from the arrangement are significant, and the
arrangement involves a tax indemnity or similar agreement for the benefit of the corporate
participant other than a customary indemnity agreement in an acquisition or other business
transaction entered into with a principal in the transaction.

A common feature of many corporate tax sheltersisthe use of atax indemnity or similar
arrangement. These arrangements typically are designed to recompense the corporate participant
in the event that it is not entitled to al or any portion of the anticipated tax benefits. The
guarantee may be acquired from the promoter of the arrangement, a counterparty, or athird-party
insurer. Not al indemnity agreements, however, are indicative of a corporate shelter. Therefore,
the indicator islimited to arrangements that involve noncustomary indemnity agreements and in
which the expected net tax benefits are significant. The application of thistest isillustrated by the
following examples:

Example 1: X Co. entersinto an arrangement in which the reasonably expected net tax
benefits are significant. The arrangement was presented to X Co. by investment bank B, which
has a two-percent equity interest in the arrangement. As part of the arrangement, B agreesto
reimburse X Co. in the event the IRS disallows any portion of the expected net tax benefits. B’'s
two-percent interest is not a meaningful interest in the arrangement. These facts establish that a
significant purpose of the arrangement is the avoidance or evasion of Federal income tax.

Example 2: X Co. entersinto an arrangement in which the reasonably expected net tax
benefit is expected to be $1 million (a significant expected net tax benefit). X Co. purchases an
insurance policy, under which the insurance company agreesto pay up to $1.5 million in the
event that the IRS denies any portion of the net tax benefits (including coverage for interest,
penalties, and contest expenses) from the arrangement. The insurance company is not treated as
having a meaningful economic interest in the arrangement (and thusis not a principal in the
transaction). These facts establish that a significant purpose of the arrangement by X Co. isthe
avoidance or evasion of Federal income tax.

Example 3: X Co. agreesto purchase 50 percent of Y Co.’swholly-owned subsidiary.
Under the agreement, Y Co. represents and warrants that all of the subsidiary’ s tax returns have
been timely filed, that such returns were accurately prepared, and that all taxes owed have been
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paid. Y Co. agreesto indemnify X Co. for any taxes of the subsidiary attributable to periods
prior to X Co.’sacquisition. Because the tax indemnity agreement is a customary indemnity
agreement entered into with aprincipal in the transaction, the tax indemnity agreement does not
establish that a significant purpose of the arrangement is the avoidance or evasion of Federal
income tax (regardless of whether the arrangement gives rise to significant net tax benefits).

Permanent difference for U.S. financial reporting purposes

The reasonably expected net tax benefits from the arrangement are significant, and the
arrangement is reasonably expected to create a “ permanent difference” for U.S. financial
reporting purposes under generally accepted accounting principles.

Dueto a publicly-traded corporation’s emphasis on greater reported corporate earnings
(because of itsinfluence on stock price), acommon element in many corporate tax sheltersis that
alossfor Federal income tax purposes does not result in a corresponding reduction in corporate
earnings for U.S. financial reporting purposes. The tax loss does not reflect an economic |oss that
would be required to be reported for U.S. financial reporting purposes under generally accepted
accounting principles (“GAAP”).

The rules under GAAP differ from tax reporting because of the different functions each
serves. “Thefunction of GAAP, under SEC auspices, isto prevent management puffery of
income. The function of tax accounting law, under IRS auspices, is to prevent management
understatement of income.”*® Therefore, an arrangement that gives riseto aloss for tax purposes
but not for GAAP reporting purposes should raise concerns regarding the appropriateness of the
claimed tax loss.

Many differences between tax and GAAP reporting, however, may be unrelated to the
existence of a corporate tax shelter. For example, ataxpayer may take accelerated depreciation
for tax purposes but not for book purposes, resulting in a book-tax disparity that is not
necessarily related to a corporate tax shelter. These differences generally reflect temporary
differences that will be eliminated when the related asset is recovered or the related liability is
settled.®® While some temporary differences could be the result of tax-avoidance arrangements,
it would be overinclusive to use temporary differences, even if significant, as an indicator of a
corporate tax shelter.

A difference between GAAP and tax reporting that is never eliminated causes a
permanent difference. Such differences result when an arrangement is not and never will be
reflected to the same extent for tax and GAAP reporting purposes. Two situations that create

%9 Calvin H. Johnson, GAAP Tax, 83 Tax Notes 425, 426 (Apr. 19, 1999).
%0 See SFAS Statement 109 for a discussion of “temporary differences.”
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permanent differences illustrate concerns regarding the proper measurement of taxable income:
(1) when the arrangement has income for GAAP purposes that will never be included for tax
purposes, and (2) when the arrangement resultsin aloss for tax purposes that will never be
deducted for GAAP purposes. Many corporate tax shelters are designed to exploit such
permanent differences. So while an arrangement that gives rise to a permanent difference may
not in and of itself indicate tax avoidance, the combination of a permanent difference with
significant net tax benefits indicates that a significant purpose of the arrangement is to avoid or
evade Federal income tax.

One example of an arrangement that resulted in a permanent difference and a significant
net tax benefit was the “liquidating REIT” transaction, in which taxpayers claimed that the
liquidation of a REIT subsidiary permitted (1) the corporate shareholder to receive tax-free
distributions from the REIT during the liquidation period, and (2) the REIT to claim adividends
paid deduction with respect to the same distributions. 1n essence, the income was never subject
to Federal income tax but was reported as income for GAAP purposes. |If respected, the
disparate treatment for tax and financial reporting purposes would create a permanent
difference.®!

Lack of additional economic risk

The reasonably expected net tax benefits from the arrangement are significant, and the
arrangement is designed so that the corporate participant incurs little (if any) additional
economic risk as a result of entering into the arrangement.

A common aspect of corporate tax sheltersisthat the arrangement resultsin the corporate
participant realizing significant net tax benefits without altering its economic position. Thisis
perhaps most evident where a corporate participant incurslittle (if any) additional economic risk
as aresult of entering into the transaction. The New Y ork State Bar Association Tax Section
noted that the first characteristic of the “loss generator” transaction is that

the loss or other deduction sought to be obtained by the taxpayer in the
transaction isin no way inherent economically in its current position prior to
entering into the transaction. In other words, the transaction does not have the
effect of realizing an economic loss that has economically accrued to the taxpayer
prior to entering into the transaction; rather the transaction itself ‘ generates' the
loss or other deduction in question.>?

%L |n one transaction reported on afinancial institution’s 1997 10-K, a“ specia tax
benefit” from the liquidation of an affiliate resulted in a permanent difference in excess of $100
million.

%2 NY SBA May Report, supra note 508, at 19.
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An arrangement can be designed to limit a corporate participant’s economic risk ina
number of ways, including (but not limited to) the use of nonrecourse financing, guarantees, stop
loss agreements, recission clauses, unwind clauses, hedged positions, or other similar
arrangements. For example, inthe ACM case, ACM had cash deposited in a bank account
earning interest at 8.75 percent. ACM withdrew those funds and purchased Citicorp private
placement floating rate notes initially paying 8.78 percent. The interest on those notes was to be
paid monthly, and the interest rate would be reset at that point. ACM held those notes (and
planned to hold those notes) for only 24 days before disposing of them in the installment sale
transaction.

By design, ACM had no additional risk through its fleeting ownership of the Citicorp
notes as compared to merely holding the cash on deposit. The interest reset monthly, and ACM
was going to hold the notes for less than a month, assuring ACM that the value of the notes
would not change. Asthe Third Circuit said:

ACM engaged in mutually offsetting transactions by acquiring the Citicorp notes
only to relinquish them a short time later under circumstances which assured that
their principa value would remain unchanged and their interest yield would be
virtually identical to the interest yield on the cash deposits which ACM used to
acquire the Citicorp notes. . . .

The variable rate on the Citicorp notes presented a theoretical possibility that the
consequences of owning those notes would vary from the consequences of
leaving ACM’ s fund on deposit at arate of interest virtually identical to the initial
rate on the Citicorp notes. However, ACM’s exposure to any fluctuation in the
rate of return on its Citicorp note investment was illusory, asthe interest rates
were scheduled to be reset only once a month and ACM had arranged to hold the
notesfor only 24 days. . . .

[ The taxpayer’ s argument] erroneously assumes that ACM had acquired the
benefits and burdens associated with the Citicorp notesin an economically
substantive sense, when in reality ACM’s brief investment in and offsetting
divestment from these assets exposed ACM only to de minimisrisk of changesin
principal value or interest rates.>®

Thus, although there certainly is some risk inherent in having the cash deposited in the
bank, that isrisk that the partnership had aready accepted initsrisk profile. Entering into the
transaction did not materially change ACM’s economic position or itsrisk profile. In other
words, assuming that the risk of holding cash in the bank is a base line activity for ACM, the

%3 ACM Partnership v. Commissioner, 157 F.3d 231, 250, 250 n.35, and 252 n.39 (3d Cir.
1998) (emphasis added).
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purchase and sale of the Citicorp notes, which was a critical element to the installment sale
transaction, was ariskless venture. By the design of the arrangement, ACM stood to |ose nothing
(at least as compared to what it could lose had it not entered into the transaction).

(D) Consequences of tax shelter under statement

Penalty. -- The Joint Committee staff recommends increasing the penalty rate to 40
percent for any understatement that is attributable to a corporate tax shelter.®* As discussed
below, the 40-percent rate would be reduced to 20 percent if certain required disclosures are
made, provided that the understatement is attributable to the treatment of atax shelter item for
which the corporate participant has substantial authority. In addition, the 40-percent penalty
could be completely abated (i.e., no penalty would apply) if the corporate participant establishes
that it satisfies certain abatement requirements.

The penalty rate (whether 40 percent or 20 percent) would apply to the entire
understatement attributable to the corporate tax shelter. Thus, the present-law “substantial”
threshold would be repealed (but only asit relates to corporate tax shelters). If an
understatement penalty isimposed on a corporate tax shelter, no additional penalty on the same
understatement would be imposed under section 6662.

The Joint Committee staff also recommends the elimination of the present-law reasonable
cause exception™® for any understatement that is attributable to a corporate tax shelter. Also, the
IRS would not have the discretion, in settlement negotiations or otherwise, to waive the
understatement penalty attributable to corporate tax shelters. The understatement penalty
attributable to corporate tax sheltersis automatic; if an understatement arises from a corporate
tax shelter, this penalty applies unless abated under the procedures described below.

Disclosure to shareholders. -- The Joint Committee staff recommends that a corporate
participant that must pay an understatement penalty attributable to a corporate tax shelter be
required to disclose that fact (i.e., the payment of the tax shelter penalty) to its shareholders.

Under present law, there is no such disclosure requirement with respect to civil tax
pendlties. Thereis precedent in the Code, however, for requiring disclosure to shareholdersin
certain circumstances. For example, with respect to certain employee remuneration under

%4 |t isappropriate for a higher penalty rate under section 6662 to apply to
understatements attributabl e to corporate tax shelters as opposed to other substantial
understatements of income tax just as section 6662 presently applies a higher penalty rate (40
percent) for gross valuation misstatements as opposed to substantial valuation misstatements (20
percent).

%5 Sec. 6664(C).
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section 162(m) and golden parachute payments under section 280G, shareholder disclosureisa
prerequisite to certain exceptions.

Additionally, the SEC currently requires disclosure to shareholders of any material
pending legal proceedings, other than those which are ordinary routine litigation incidental to the
registrant’s business.>® |f an administrative or judicial proceeding involves provisions regulating
the discharge of materialsinto the environment, such proceeding will not be deemed ordinary
routine litigation incidental to the registrant’s business, and therefore must be disclosed if, among
other things, a governmental authority is a party to the proceeding and the registrant reasonably
believes that the potential monetary sanctions, exclusive of interest and costs, could equal or
exceed $100,000. As discussed above, proceedingsinvolving fines may be indicative of conduct
contrary to public policy.

The Joint Committee staff believesthat the qualitative issues that gave riseto the
shareholder disclosure requirementsin sections 162(m) and 280G, and which resulted in the SEC
requiring disclosure of sanctionsfor violations of environmental laws, are similar to the
gualitative issues that arise when a corporate taxpayer is penalized for an understatement of tax
attributable to atax shelter. Shareholders should be made aware of the corporation’s attempt to
avoid or evade the Federal incometax law. Becauseitisdifficult for shareholdersto determine
thisinformation from the financial statements, a separate disclosure is needed.

The Joint Committee staff therefore recommends that upon any payment of a penalty
under section 6662 of at least $1 million with respect to a corporation’s participation in a
partnership or other entity, plan or arrangement in which a significant purpose is the avoidance or
evasion of Federal income tax, such penalty be disclosed to the corporation’ s shareholders
(regardless of whether the penalty is or will be the subject of ongoing litigation). The disclosure
would include (1) the amount of the penalty and (2) the factual setting under which the penalty
wasimposed. The disclosure would unambiguously provide the required information and would
entail aclear, separate statement included within an appropriate annual financial statement or
other report provided to shareholders. The Secretary should consult with the SEC in regard to
any such disclosures that would be required under this rule by companies that are subject to the
reporting requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934.

(E) Abatement of the section 6662 penalty

The 40-percent penalty under section 6662 in connection with an understatement
attributable to a corporate tax shelter could not be waived by the IRS. The penalty could be
abated only under certain circumstances, discussed below.

%% See Item 103, 17 CFR 229.103, Regulation S-K, 17 CFR 229.10 - 229.915.
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Complete abatement. -- The penalty would be completely abated (i.e., no penalty would
apply) to the extent that the corporate taxpayer can establish that it has satisfied certain
“abatement requirements.” The abatement requirements are satisfied to the extent that:

. The corporate participant has analyzed the transaction to determine whether any of the
tax shelter indicators are met;

. If one or more of the tax shelter indicators are met, the corporate participant has complied
with all disclosure requirements (as discussed below);

. A chief financial officer or another senior corporate officer has certified that such
disclosures are true, complete, and accurate (again, as required below); and

. At the time the corporate participant enters into the arrangement, the corporate participant
is“highly confident” that it will prevail on the meritsif the tax treatment for the
arrangement is challenged by the IRS.

The corporate participant would be treated as “highly confident” that its tax treatment for
the arrangement will prevail if challenged by the IRS only if areasonable tax practitioner would
believe that there existed, at the time the arrangement was entered into, at least a 75-percent
likelihood that the tax treatment of the item would be sustained on its merits (without taking into
account the possibility that areturn will not be audited, that an issue will not be raised on audit,
or that an issue will be settled) based upon the facts and law that existed at that time. If the
taxpayer relies upon an opinion from athird party in forming itslevel of high confidence, that
reliance must be reasonable. At a minimum, the facts and assumptions used to form the basis of
the third-party opinion must not materially differ from the actual facts and assumptions with
respect to the arrangement, all facts and circumstances must be considered, and no unreasonable
assumptions be made.*” Moreover, a corporate participant will not be treated as “highly
confident” unlessit can establish a material purpose germane to its trade or business, other than
the reduction of Federal income taxes (a“material nontax business purpose’).

Reduction to 20 percent. -- The penalty with respect to an understatement in connection
with a corporate tax shelter would be reduced to 20 percent to the extent that all disclosure
requirements (discussed below) are satisfied, even if the abatement requirements are not
otherwise satisfied. Thus, in the case of a corporate participant that has adequately disclosed the
arrangement in question, the maximum penalty rate is 20 percent, which would be reduced to
zero if other abatement requirements are satisfied.

In no event would the corporate tax shelter penalty be reduced, however, to the extent
that the recommended standards with respect to the accuracy-related penalty in general (section

%7 Thus, the requirements of Treas. Reg. sec. 1.6664-4(c)(1) must be met.
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6662) (discussed in detail previoudly in Part VI1.G.) have not been met. Specificaly, the Joint
Committee staff is recommending that the section 6662 accuracy standard be raised such that
those penalties would only be eliminated when (1) the corporate participant believes that thereis
agreater than 50 percent likelihood that the treatment would be upheld if challenged by the IRS
or (2) the relevant facts have been disclosed (the “ section 6662(d)(2)(B) disclosure”’) and the
corporate participant has substantial authority supporting its position. These standards also
would apply in connection with the corporate tax shelter penalty. It followsthat if a corporate
participant does not have at least substantial authority supporting its position, whether it discloses
or not, the penalty cannot be reduced.

For purposes of the 20-percent rate and the compl ete abatement of the penalty, itis
important to note that corporate tax shelters which are not required to be disclosed under the
corporate tax shelter disclosure requirements (discussed below) would be treated as satisfying
those disclosure requirements. Thus, if acorporate tax shelter is not subject to the special
corporate tax shelter disclosure requirements discussed below (or is otherwise deemed to have
been disclosed), and (1) it satisfies a“more likely than not” standard with respect to its position,
or (2) it satisfies a“substantial authority” standard with respect to its position and the section
6662(d)(2)(B) disclosure requirements are satisfied, then the corporate tax shelter penalty would
be reduced to 20 percent. If the corporate participant that is not subject to the specia corporate
tax shelter disclosure requirements has only met the substantial authority threshold with respect
to a corporate tax shelter and has not satisfied the section 6662(d)(2)(B) disclosure requirements,
then the penalty would not be reduced and the 40-percent rate would apply.

A summary of the applicable penalties and abatement standards and a comparison to
present law is provided after the discussion of the disclosure requirements below.

(i) Disclosurerequirementsfor corporatetax shelters

To the extent that a corporation participatesin a partnership or other entity, plan, or
arrangement which is described by one or more of the tax shelter indicators, the Joint Committee
staff recommendation is to treat the corporation as having entered into a“ reportabl e transaction”
to which certain disclosure requirements would apply. These disclosure requirementsinclude a
transactional disclosure within 30 days after the close of atransaction (the “30-day disclosure’)
and additional reporting on the taxpayer’ s Federal income tax return (the “tax-return
disclosure”).

Satisfying the disclosure requirements (if any) would be a prerequisite to any abatement
of penalties. If the disclosure requirements are satisfied but the other abatement requirements are
not, then the maximum penalty would be 20 percent (reduced from 40 percent) of the
understatement. If the disclosure and the other abatement requirements (including that the
taxpayer is highly confident that its position will prevail on the merits) are both satisfied, then no
penalty would be imposed.
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(A) 30-day disclosure

To the extent that a reportabl e transaction has reasonably expected net tax benefits of $1
million or more, the taxpayer must disclose in aspecid filing to the IRS within 30 days after the
close of transaction:

. A summary of the relevant facts and assumptions with respect to the reportable
transaction,

. The reasonably expected net tax benefits arising from the reportable transaction;

. Each tax shelter indicator which describes a reportable transaction (it isintended that this

could be disclosed by merely checking abox asto which indicators are met; if more than
oneindicator is met for any given reportable transaction, each applicable indicator should

be identified);

. A summary of the corporate participant’ s rationale and analysis underlying the tax
treatment of the reportabl e transaction including the substantive authority relied upon to
support such treatment;

. The corporation’s material, nontax business purpose for the transaction; and

. The existence of any expressed or implied fee arrangement with athird party whichis

contingent upon, may be reduced depending upon, or is otherwise based upon the tax
conseguences of the reportable transaction.

This 30-day disclosureisintended to provide the Treasury and the IRS with an “early
warning device” with respect to corporate tax shelters so that more immediate responses can be
formulated. The $1 million threshold is designed to target significant transactions and, when
combined with the requirement that the arrangement had to fit the description of atax shelter
indicator, to limit the volume of 30-day disclosure filings. In addition, the information required to
be disclosed is narrowly circumscribed so as to involve only the most relevant data.

The chief financial officer or another senior corporate officer with knowledge of the facts
would be required to certify, under penalties of perjury, that the disclosure statements are true,
accurate, and complete. Thiswould verify that the reportabl e transaction and corresponding
disclosure underwent a sufficient degree of internal diligence and review by the corporate
participant, and should lead to heightened scrutiny of the tax consequences of the arrangement
by senior management.

(B) Tax-return disclosure
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With respect to all reportable transactions (regardiess of the $1 million threshold), a
corporate participant must, on the return for the tax year in which the reportabl e transaction was
entered into:

. Include a copy of any required 30-day disclosure, plus disclosure of any material changes
in the law or facts from the time that the reportable transaction was entered into; and

. Identify (through checking abox or boxes to the extent that more than one applies) which
tax shelter indicators describe one or more reportabl e transactions reflected on the return.

With respect to reportabl e transactions with reasonably expected net tax benefits of more
than $1 million, the tax-return disclosure would provide useful information to the IRS
examination team in connection with their audit of a corporate participant’sreturn. The tax-
return disclosure is designed to involve minimal additional effort for a corporate participant that
was required to satisfy the 30-day disclosure. With respect to reportable transactions with
expected net tax benefits of less than $1 million, the tax-return disclosure would provide an aert
asto apotential issue on areturn that warrants scrutiny, and again would minimize the burden
for the corporate participant.

(C) Exceptionsfrom disclosuretothelRS

By definition, neither 30-day nor tax-return disclosure would be required to the extent
that a corporation participates in a partnership or other entity, plan, or arrangement a significant
purpose of which isthe avoidance or evasion of Federal income tax if none of the enumerated tax
shelter indicators are met. Such arrangements would not constitute “reportable transactions.”
Additionally, certain arrangements (only to the extent provided by the Secretary in regul ations)
would be deemed to be disclosed for these purposes (notwithstanding that they are otherwise
reportabl e transactions) to the extent that the arrangements are properly reported on certain forms
specifically prescribed for arrangements of that type (e.q., Form 1120-FSC for foreign sales
corporations; Form 1120-DISC for domestic international sales corporations; Form 8586 for the
low income housing credit; Form 1120, schedule K, line 12 for tax-exempt interest; and Form
8860 for the qualified zone academy bond credit).

In addition, an exception from the 30-day disclosure would be provided with respect to
any leasing transaction within the scope of Rev. Proc. 75-21,%® to the extent that the guidelines
set forth in that revenue procedure, or the relevant case law thereunder, are satisfied. The volume
of such leasing transactions would make 30-day disclosure burdensome for the IRS and the
corporate participant. To the extent that the corporate participant has entered into one or more
leasing transactions that are described by one or more tax shelter indicators, the corporate

%8 1975-1 C.B. 715.
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participant would be required to identify which indicators have been met by checking the
appropriate box or boxes on the return.

(i) Summary and comparison of applicable penalty rates

Under present law with respect to corporate tax shelters, a penalty under section 6662 can
be abated upon afinding that a corporate participant acted with reasonable cause and in good
faith. A reasonable belief that there is a greater than 50-percent likelihood that the tax treatment
of the item will be upheld if challenged (i.e., “more likely than not”) is generally viewed as
satisfying this standard -- irrespective of disclosure.

The following chart summarizes the applicable corporate tax shelter ratesin avariety of
scenarios and compares the present-law standards with the Joint Committee staff
recommendations.



Arrangementswith a*® Significant Purpose’ of Avoidance or Evasion of Tax and Resulting

in an Under statement for Corporate Taxpayers

Disclosure Penalty Penalty
Highest Described by  Requirements Under Under Staff
Standard Met an I ndicator Satisfied Present Law  Recommendation
Highly Confident Yes Yes 0 0
Highly Confident Yes No 0 40%
Highly Confident No Deemed* 0 0
More Likely Than Not Yes Yes 0 20%
More Likely Than Not Yes No 0 40%
More Likely Than Not No Deemed* 0 20%
Substantial Authority Yes Yes 20% 20%
Substantial Authority Yes No 20% 40%
Substantial Authority No Y es+* 20% 20%
Substantial Authority No No** 20% 40%
Less Than Substantial Authority: All Cases 20% 40%

*Under the Joint Committee staff recommendations, a transaction that is not described by an indicator
isnot a“reportable transaction.” Therefore, to the extent that a“more likely than not” or higher
standard has been satisfied, there is no special tax shelter disclosure or general section 6662(d)(2)(B)

return disclosure required in order to reduce penalties.

**These transactions would not be “reportable transactions’ to which the special corporate tax shelter
disclosures apply. Under the Joint Committee staff recommendations, however, transactions that are
not described by atax shelter indicator nevertheless must satisfy the new, higher section 6662
reporting standards that are recommended in Part V11.G., above. Therefore, if the highest standard
satisfied by atransaction is substantial authority, general tax return disclosure rules (i.e., sec.
6662(d)(2)(B) and Treas. Reg. sec. 1.6662-3(c)(2)) must be satisfied in order to abate the penalty,
even if the special corporate tax shelter disclosure requirements do not apply. Thus, the disclosure
indicated in the boxes accompanying this footnote actually refersto the section 6662(d)(2)(B)

disclosure and not corporate tax shelter disclosure.

Key

Highly Confident: 75 percent or greater likelihood of success on the meritsif challenged.
More Likely Than Not: ~ Greater than 50 percent likelihood (but less than highly confident) of

success on the meritsif challenged.

Substantial Authority: Lessthan more likely than not, but greater than reasonable basis.

b. Recommendationsthat affect other partiesinvolved in cor poratetax shelters
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The Joint Committee staff makes the following recommendations with respect to
penalties, registration requirements, and other sanctions with respect to parties (other than the
taxpayer) that participate in the creation, implementation, or reporting of atax shelter that results
in aunderstatement penalty for a corporate participant.

(i) Return preparer penalty

Asdiscussed in greater detail in Part VI1.G. of this study, above, the Joint Committee staff
recommends raising the standard of conduct for income tax return preparers regarding positions
on areturn that results in an understatement of ataxpayer’s liability (sec. 6694). Theincreased
standard would apply with respect to any position on areturn or claim for refund (including a
position that relates to atax shelter item).

(if) Aiding and abetting penalty

The Joint Committee staff recommends that the penalty for aiding and abetting the
understatement of tax liability (sec. 6701) through the use of corporate tax shelters be modified in
severa ways.

First, the penalty with respect to corporate tax shelters would be increased to the greater
of $100,000 or one-half the fees related to the transaction received by the person penalized.

In addition, the scope of the penalty provision would be expanded. The penalty would
apply to any person who aids or assistsin, procures, or advises with respect to the creation,
implementation, or reporting of a corporate tax shelter that results in an understatement of tax
liability of a corporate participant, and: (1) the person to be penalized knew, or had reason to
believe, that the corporate tax shelter (or any portion thereof) could result in an understatement of
tax liability of the corporate participant; (2) the person opined, advised, represented, or otherwise
indicated (whether express or implied) that, with respect to the tax treatment of the corporate tax
shelter (or any portion thereof), there existed at least a 75-percent likelihood that its tax treatment
would be sustained on its meritsif challenged; and (3) areasonable tax practitioner would not
have believed that, with respect to the tax treatment of the corporate tax shelter (or any portion
thereof), there existed at |east a 75-percent likelihood that its tax treatment would be sustained on
its meritsif chalenged.

The determination of the likelihood of the tax treatment being sustained on its meritsis
made at the time the arrangement is entered into, based on the facts and law that existed at that
time. Inaddition, the likelihood of being sustained on the merits does not take into account the
possibility that areturn will not be audited, that an issue will not be raised on audit, or that an
issue would be settled. The person to be penalized would be given a meaningful opportunity to
present evidence relevant to the determination of whether the imposition of the section 6701
penalty is appropriate.



The IRS would be statutorily required to publish the names of all persons who have been
penalized under this provision. In addition, section 6701 would provide that the imposition of the
penalty would result in an automatic referral of the practitioner to the IRS Director of Practice
and the appropriate State licensing authority for possible disciplinary sanctions.

The application of thisrecommendation isillustrated in the following examples:

Example 1: X, an accountant, advises Z Co. that, with respect to the net tax benefits
arising from a corporate tax shelter, there existed at least a 75-percent likelihood that the tax
treatment of the net tax benefits would be sustained on its meritsif challenged. A reasonable tax
practitioner would not have believed that there existed at least a 75-percent likelihood that the tax
treatment would be sustained on its meritsif challenged. Z Co. claimsthe tax benefits arising
from the transaction on itsreturn. The IRS challenges the claimed tax benefits; Z Co. losesin
court and is subject to an understatement penalty.

X is subject to the section 6701 penalty because: (1) X knew, or had reason to believe,
that the corporate tax shelter could result in an understatement of Z Co.’ stax liability, (2) X
advised that, with respect to the net tax benefits arising from the tax shelter, there existed at least
a 75-percent likelihood that the tax treatment would be sustained on its meritsif challenged, and
(3) areasonable practitioner would not have believed that there existed at |east a 75-percent
likelihood that the tax treatment would be sustained on its meritsif challenged.

Example 2: L, an attorney, renders an opinion to Z Co. that, with respect to the tax
benefits arising from a corporate tax shelter, there existed at least a 75-percent likelihood that the
tax treatment of the net tax benefits would be sustained on its meritsif challenged. A reasonable
tax practitioner would not have believed that there existed at least a 75-percent likelihood that the
tax treatment would be sustained on its meritsif challenged. Z Co. consults with M, another
attorney, for asecond opinion. M renders an opinion that it is“more likely than not” that Z Co.
would prevail on the meritsif the IRS were to challenge the tax benefits. Z Co. entersinto the
transaction but does not disclose the transaction. The IRS challenges the claimed tax benefits; Z
Co. losesin court and is subject to an understatement penalty.

L is subject to the section 6701 penalty because: (1) L knew, or had reason to believe,
that the corporate tax shelter could result in an understatement of Z Co.’stax liability, (2) L
advised that, with respect to the net tax benefits arising from the tax shelter, there existed at |east
a 75 percent likelihood that the tax treatment would be sustained on its meritsif challenged, and
(3) areasonable practitioner would not have believed that there existed at |east a 75-percent
likelihood that the tax treatment would be sustained on its meritsif challenged. M is not subject
to penalty because M did not advise Z Co. that it would have at least a 75-percent chance of
prevailing.

Example 3: Same facts as in Example 2, except that Z Co. complies with the disclosure
requirements with respect to the corporate tax shelter. The IRS challenges the tax benefits, Z Co.
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losesin court and is subject to the reduced 20-percent understatement penalty (because it
satisfied the disclosure requirements). For the reasons described in Example 2, L is subject to the
section 6701 penalty, whereas M isnot. The fact that Z Co. is subject to alower understatement
penalty does not alter the result; L’ s opinion was intended to mitigate an understatement penalty
if relied on by Z Co.

Example 4: Promoter P presents Z Co. with a proposal to enter into a corporate tax
shelter that P has reason to believe could result in an understatement of Z Co.’stax liability. P
also provides Z Co. with athird-party opinion letter from' Y which provides that, with respect to
the net tax benefits arising from the corporate tax shelter, there existed at |east a 75-percent
likelihood that the tax treatment of the net tax benefits would be sustained on its merits if
challenged. A reasonable tax practitioner would not have believed that there existed at least a 75-
percent likelihood that the tax treatment would be sustained on its meritsif challenged. Z Co.
clamsthetax benefitson itsreturn. The IRS challenges the claimed tax benefits; Z Co. losesin
court and is subject to a 40-percent understatement penalty.

Promoter Pis subject to the section 6701 penalty. P knew, or had reason to believe, that
the corporate tax shelter could result in an understatement of Z Co.’stax liability. Moreover, by
virtue of providing the third-party opinion letter to Z Co., P hasimplicitly advised Z Co. that there
existed at least a 75-percent likelihood that the tax treatment of the net tax benefits would be
sustained on its meritsif challenged. Depending on the facts of how the opinion letter was
provided to promoter P, aswell as Y’ s knowledge of the use of the opinion, Y also may be
subject to the section 6701 penalty.

(iif) Enjoining promoters

The Joint Committee staff recommends modifying the authority to enjoin promoters of
abusive shelters or the aiding and abetting of the understatement of tax liability (sec. 7408) to
clarify that the traditional equity factors such asirreparable injury and likelihood of success on
the merits need not be considered once the government has satisfied the statutory requirements.

(iv) Reqgistration requirements

The Joint Committee staff recommends several modifications to the registration
requirements for confidential tax shelter arrangements. The present-law requirement that an
arrangement be offered “under conditions of confidentiality”*° would be eliminated and replaced
with arequirement that the arrangement (or the tax analysis supporting the arrangement) is
reasonably expected to be presented to more than one potential participant. In addition, the
present-law threshold regarding promoter fees would be increased from $100,000 to $1 million in

%9 Sec, 6111(d)(1)(B).
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aggregate fees"™ expected to be received from the specific arrangement and all similar
arrangements. Thus, the definition of a“tax shelter” for purposes of section 6111(d) would
include (and thus to require disclosure of) any arrangement in which (1) asignificant purpose of
the arrangement is the avoidance or evasion of Federal income tax,> (2) the arrangement (or the
tax analysis supporting the arrangement) is reasonably expected to be presented to more than
one potential participant, and (3) the tax shelter promoter (or arelated party) reasonably expects
to receive aggregate fees of at least $1 million from the arrangement and all similar arrangements.

For arrangements that are reasonably expected to be described by atax shelter
indicator,>” certain additional information must be included in the tax shelter registration. The
additional information would include (1) the claimed tax treatment of the arrangement and a
summary of authorities for the position(s) to be taken, (2) the calculations for the arrangement
under areasonable set of hypothetical facts (including any calculations used to determine that the
arrangement is described by atax shelter indicator), and (3) the reason(s) the arrangement is
reasonably expected to be considered atax shelter because of the presence of atax shelter
indicator (disclosed by checking abox or boxes beside the appropriate tax shelter indicator).

The present-law penalty for failing to register aconfidential tax shelter (i.e., 50 percent of
the total fees, increased to 75 percent if the failure to register isintentional) would be expanded to
apply to all corporate tax shelters that must be registered under section 6111.

New registration filing deadlines would apply to all corporate tax shelters that must be
registered under section 6111. The tax shelter registrations must occur no later than the earlier of:
(1) the earliest day on which there is areasonable belief that the promoter intends to present the
promotional or marketing materials to more than one potential corporate participant, or (2) the
day on which the presentation to the second potential participant occurs. If the promoter does
not register and isnot aU.S. person, the potential participant must register unlessthereis
notification within 90 days of nonparticipation.

With respect to arrangements that are reasonably expected to be described by one or
more tax shelter indicators, registration requirements would be effective 90 days after the date of
enactment.

5 “Fees’ includes gross fees (unreduced by any expenses of producing them) and any
other amounts received by the promoter and related parties.

5 Thisincludes, but is not limited to, arrangements that would be described by one or
more of the tax shelter indicators.

52 A reasonable set of hypothetical facts would be used to determine whether an
arrangement is reasonably expected to be described by atax shelter indicator. Any set of
hypothetical facts presented to a potential participant must be considered for this purpose.
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(v) Regulation of professional conduct of practice

The Joint Committee staff recommends that explicit statutory authorization for Circular
230 be provided in Title 26 of the United States Code and include authorization for the imposition
of monetary sanctions (not to exceed 100 percent of the aggregate fees associated with the
sanctioned conduct).

The Joint Committee staff further recommends that Circular 230 be revised to reflect fully
the recommendations contained in this study.>® Specifically, Circular 230 should be revised to:
(1) update the relevant definitions (such as tax shelter and tax shelter opinion), as appropriate; (2)
govern the practice of any individual who issues an opinion with respect to a corporate tax shelter
or isrequired to register acorporate tax shelter under section 6111; (3) require the publication of
the name of any practitioner who receives a letter of reprimand; (4) authorize the Director of
Practice to impose fixed monetary sanctions for a violation of the Circular 230 standards; (5)
require an automatic referral to the Director of Practice upon the imposition, or the consideration
of theimposition, of any of the practitioner penalties; and (6) require the Director of Practice to
notify the proper authorities of the State that licensed the practitioner of any disbarment,
suspension (including voluntary suspension), letter of reprimand, or monetary sanction imposed
on the practitioner (and the underlying basis for the disciplinary action).>™

More generally, the Office of Director of Practice should institute procedures that result in
the dissemination of more information regarding its enforcement efforts to the general public. It
should also be encouraged to implement such programs and policy changes as may be
appropriate in furtherance of the goals of greater visibility and respect within the tax community.

5% The Joint Committee staff recommendation also includes revising Circular 230 to
implement the higher standards applicable to practitioners (generally unrelated to corporate tax
shelters) discussed previoudly in this study.

5™ Practitioner organizations such as the ABA and AICPA would be encouraged to revise
their respective member guidance to reflect the recommendations contained in this study as may
be appropriate.
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IX. OVERVIEW OF PENALTY AND INTEREST REGIMES
IN SELECTED FOREIGN COUNTRIES*™

A. Overview

Most foreign countries utilize penalty and interest provisions in the administration of their
tax systems. Thus, just asthe United States uses penalty and interest provisions to promote
voluntary compliance with the Federal tax laws, so do most foreign countries utilize such
provisions.

The discussion that follows provides a brief overview of the primary penalty and interest
provisionsin selected foreign countries. Asthe tax systems of each of the countriesinvolved
differsfrom the U.S. Federal tax system, this discussion draws no conclusions as to the efficacy
of these countries’ penalty and interest rules vis-a-vis the United States. However, this discussion
does alow abroad overview of the way in which other countries approach imposition of
penalties and interest as a means of securing compliance with the tax laws.

B. Argentina
|n general

Argentina has a system of taxation that includes national and provincial tax systems. The
principal national taxesimposed in Argentinaare: (1) ageneral progressive income tax levied on
individuals and legal entities; (2) anet wealth tax; (3) avalue-added tax; (4) an excisetax on
specified articles; and (5) import duties.

The assessment and collection of taxesis normally based on signed returnsfiled by the
taxpayers. Taxpayerswith taxable income are required to file annual returns unless (1) their
income is derived solely from employment with one employer and the tax has already been
withheld or (2) taxable income is less than allowable allowances.

In the case of corporations and other entities (such as partnerships and sole
proprietorships) that maintain accounting records, tax returns must be filed within 5 months from
the end of the entity’ sfiscal year. Individuals and estates must file returnsin June of the year
following the tax year, which isthe calendar year. In addition, individuals and estates are
required to file asworn return every year listing their goods and liabilities as of the end of
December of the year to which the income tax return relates. This return must include goods
located or utilized outside of Argentina. Individuals, legal entities, and estates are required to
report all of their movable and immovable property, which is subject to registration.

% This Part of the document is based, in part, on information provided by the
Congressional Research Service, Law Division, Library of Congress.
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Individuals and other legal entities are required to make estimated tax payments during
thetax year. Inthe case of individuals and estates, 11 monthly estimated tax payments are
required starting in the July of the tax year. The estimated payment for each month is equal to a
percentage of the tax assessed for the preceding tax year reduced by certain tax incentives and
withholding payments. Corporations and other legal entities are required to make 11 monthly
estimated tax payments beginning in the 6™ month of the tax year; each payment equals a
percentage of the tax assessed for the preceding tax year minus withholding taxes.

Any balance of payments due must be paid with the filing of the tax return for the year.
The tax administration may authorize the payment of such balance in installments, with interest
up to 3 percent monthly.

Penalties and inter est

In general.--The tax administration has the authority to verify the accuracy of returnsfiled
by taxpayers and can required the filing or new returns or additional information. If ataxpayer
does not file areturn or if the return is not correct, the tax administration may determine taxable
income and calcul ate the taxes due. The assessment will include taxes due, fines, and
compensatory interest. The tax administration may permit the spreading of payments due
through installment payments.

Interest.--Under the Argentinian tax system, smple interest is assessed at arate of 3
percent per month from the date that taxes were due, but not paid. 1f, however, the Treasury is
required to fileajudicial claim to collect taxes due, punitive interest is assessed at arate of 4
percent per month from the date the judicial clam isfiled.

Penalties.--The failureto file atax return as required by the tax administration is subject to
afine of $168.82 pesos>® in the case of individuals and $338.13 pesos in the case of corporations
and other legal entities.

The failure to pay taxes due by not filing atax return or filing an incorrect return is subject
to afine of 50 to 100 percent of the tax due. An additional fine of $150 to $2,500 pesosis
imposed for failure to comply with other administrative duties. In the case of ageneral failureto
comply with genera regimes of information by third parties, the fine ranges from $2,500 to
$45,000 pesos. The fines may be reduced if they are paid within 15 days after notice is received.

Fraudulent omissions are subject to afine of two to 10 times the amount of the tax due
and may be subject to imprisonment.

576 $1 (peso) = US$1 (dollar).
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C. Canada
In general

Income taxes and other taxes are imposed and collected in Canada at the federal,
provincial, and municipal levels. The federal government assesses and collects taxes primarily
under the Income Tax Act. In addition, Canadaimposes a Goods and Services Tax (“GST”) that
issimilar to European VAT systems. In Newfoundland, Nova Scotia, and New Brunswick, the
GST has been blended with aprovincial salestax and isreferred to as a Harmonized Sales Tax
("HST”). Excisetaxesareimposed on alimited number of products produced in Canada such as
spirits and tobacco.

All of the provinces impose income taxes on individuals and corporations. The income
taxes imposed on individuals are collected by the federal government by agreement with the
provinces (other than Quebec).

Estimated tax payments are due quarterly. There are three options for calculating the
amount due;

C The government cal cul ates required installments and mails out reminders twice a
year (one month before the due date of the 1% and 3 installments). The first two
installments are based on information from the next-to-last year’ sreturns. The
last two installments are based on the last years' return information. The amount
of the last two installments includes an adjustment for the difference what the
taxpayer paid for the first two installments and what the taxpayer would have paid
if those installment had been based on the last year’ s return information.

C The taxpayer pays 25 percent of the previous year’ s net liability on each
installment date.

C The taxpayers pays 25 percent of the current year’s estimated liability.

Penalties and inter est

Interest.--Compound daily interest is charged with respect to unpaid income taxes of
individuals beginning on May 1 of the year following the tax year.

Interest may be imposed on the failure to satisfy estimated tax requirements. No interest
is charged on installment paymentsif the taxpayer pays the government determined amounts on
each of the due dates. Interest is charged if payments made under either of the other two
aternatives are less than the actual liability. Theinterest rateisvariable, reset quarterly, and
compounded daily. Interest below $25 iswaived.
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Penalties.--The penalty for failureto file and late filing of an income tax return varies
based on ataxpayer’ s previous compliance history. For thefirst offense, the penalty isa5
percent of tax due with the return plus an additional 1 percent for each month payment is delayed
up to 12 months. Thus, the maximum penalty is 17 percent. For repeat offenders (i.e., taxpayers
who were assessed late filing penalties for any of the 3 preceding years), the penalty is 10 percent
of the tax due with the return plus 2 percent for each month payment isdelayed. The maximum
penalty for repeat offendersis 30 percent.

The penalty for failure to make estimated tax paymentsisimposed if interest on the
payments exceeds $1,000. The penalty is 25 percent of the interest that would have been charged
if the taxpayer had made no installment payments at all. The maximum penalty is 50 percent of
the portion of the interest that exceeds $1,000.

The penalty for failure to provide information required by aform is $100 (provided any
deviation from information required to be shown on the form affects the taxpayer’ s substantive
obligations or is calculated to mislead.)

Thefailureto provide a Socia Insurance Number to a person required to file an
information return is $100.

The penalty for afailureto file an information return (including a partnership return) is
$100 plus $25 for each day of delay. The overall maximum penalty is $2,600. The penalty for a
repeated failure to file a partnership return applies when the penalty for failureto filean
information return (described above) has been assessed against a partnership for the current year
and for any of the 3 previous years and ademand for the returns has been made. The penalty is
$100 per month per partner. The maximum penalty is $2,400 per partner.

The penalty for failure to file an information return on transactions with related
nonresident persons $1,000 for each month of delay. The maximum penalty is $24,000.

A penalty is assessed against ataxpayer who has omitted income in the current year and
in any of the 3 preceding years. The penalty is 10 percent of the omitted income. Aside from the
previous omission requirement, thisisa*®no-fault” penalty. A first-time omission of income (or a
repeated omission after more than three years) is not subject to penalty unless the omissionis
knowing or grossly negligent.

A knowing or grossly negligent understatement of income is subject to a penalty of 50
percent of the tax deficiency that results from the omission, but not less than $100. Theterm,
“gross negligence’ has been interpreted to mean simple carelessnessin situations where the
taxpayer knew or should have known the income was omitted.



A tax shelter penalty is assessed for selling unregistered shelter interests or interests on
which the registration information was false or misleading. The penalty is 3 percent of the cost of
each tax shelter interest sold, but not less than $500.

Abatement of penalties and interest.--Abatement of penalties and interest is permitted
when noncompliance results from one of the following:

. Natural or man-made disasters such asflood or fire.

. Civil disturbances or disruptions, such as postal strikes.

. Seriousillness or accident.

. Death in the immediate family that causes serious emotiona or mental distress.

. Inability to pay beyond the taxpayer’s control. For example: 1oss of employment
accompanied by financial hardship.

. Inability to conclude a reasonable payment arrangement because too much of

each payment would go to penalties and interest. 1n such cases, penalties and
interest can be waived in whole or in part provided agreed upon payments are
made on time in accordance with the taxpayer’ s ability to pay.

D. Czech Republic
In general

In the Czech Republic, individuals are subject to a progressive income tax, social security
contributions, taxes on property and inheritance and gift tax. Corporate taxpayers and other legal
entities are subject to corporate income tax, social security contributions and taxes on immovable
property (land tax and building tax). A value-added tax isimposed on all domestic supplies and
on importation of goods.

A taxpayer who has a yearly income exceeding 10,000 crowns®”’ must calcul ate the tax,
file atax return, and pay the tax by March 31 following the end of the tax year. Returnsarefiled
only by taxpayers who have income other than from employment. Income tax on employment
income iswithheld by the employer and constitutes full payment of the tax. Taxpayers paying
more than 10 million crowns of income tax per year, pay 1/12th of the tax every month, and
those paying more than 100,000 but less than 10 million crowns, pay the tax quarterly. Final
settlement is made by March 31, of the year following the tax year.

Penalties and inter est

The penalty for failure to file atax returnis 10 percent of the tax due. The penalty for late
filing and payment of the tax due is 0.3 percent of the tax due per day.

> 35 crowns equals about $1 (United States).

-269-



Failure to comply within a set time with atax administration request other than of a
monetary nature is subject to successive fines for noncompliance which may not, however,
exceed 2 million crowns in the aggregate. Such fines for noncompliance apply to the registration
of businesses, information required from banks and insurance businesses and other personsin
possession of information necessary for imposition of the tax, etc.

Tax avoidance is punishable by imprisonment from six months to three years or by afine.
Imprisonment from one to eight years may be imposed when the offense is committed with
another two persons, if it involves the breaking of an official seal, or if considerablelossis
caused. The punishment isimprisonment from five to twelve yearsif loss of great value results.
The assessment of no tax may be considered considerable loss, and the loss of great value means
aloss exceeding 1 million crowns.

In order for a person to be prosecuted, an intentional act which causes the tax
administration not to assess the tax or assessit only to asmaller extent must be present. This
would involve the submission of false statements on the strength of which the tax administration
would assess no tax or asmaller tax.

E. France
In general

Individual taxpayers are subject to a progressive income tax, social security contributions,
inheritance and gift taxes, and avalue-added tax. Corporate taxpayers and other legal entities are
subject to corporate income tax, a business tax, payroll taxes, and a value-added tax.

Every individua subject to income tax is required to complete an income tax return each
year in which he supplies information regarding hisincome for the preceding year. Individuals
domiciled in France must file their returns no later than the last day of February of the year
following the taxable year to which the returnsrelate. Certain types of income, such asreal
property income, foreign source income, capital gains, agricultural, industrial and commercial
income must be reported on separate tax forms. The date of filing for individuals domiciled
abroad varies as afunction of the country of residence. Itis, for example, April 30 for individuals
residing in Europe and May 15 for residents of Africaand North America.

The taxpayer is not obligated to calculate the amount of incometax owed. Thistask is
carried out by the administration based upon the information supplied by the taxpayer on his
return. He does not tender any payment at the time of filing hisreturn. Partial payments must
be made on February 15 and May 15 of the year following the taxable year in question. Each
payment is equal to one-third of the income tax paid by the taxpayer the prior taxable year. The
balance of the income tax due for the taxable year in question must be paid upon receipt of a
request which is sent out after September 1 of the year following such taxable year. The request
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indicates the amount of tax remaining unpaid and the deadline for payment of such balance. The
taxpayer may elect to have hisincome tax withdrawn each month from his bank account.

Penalties and inter est

In general.--Administrative tax penalties combine two features: an interest charge of 0.75
percent, and aflat penalty equal to a percentage of the taxes owed. Fines may also be imposed
for violation of formalities requirements or specific offenses. The administrative tax authorities
may only impose and enforce pecuniary penalties, and the grounds for charging such penalties
must be stated in the decision.

Interest charges and flat penalties are imposed on ataxpayer in the following situations;
(D) for failure to file atax return or late filing of atax return; (2) for late payment of tax; (3) asa
result of insufficient, inexact or incomplete information in atax return; and (4) in connection with
aunilateral reassessment procedure resulting from obstruction by the taxpayer or third parties.

Failureto file atax return or late filing.-- The taxpayer is subject to an interest charge of
0.75 percent of the tax owed for each month that has passed since the return was initially due,
plus aflat penalty equal to 10 percent of the amount due. The interest charge ceases to accrue
upon either the last day of the month during which the tax return wasfiled or the last day of the
month during which a notice of reassessment was received by the taxpayer. The 10 percent flat
penalty isincreased to 40 percent if the taxpayer failsto file his tax return within thirty days of
receipt of a notice from the tax administration and to 80 percent if he does not file histax return
within thirty days after receipt of a second notice.

L ate payment of tax.--The taxpayer is subject to an interest charge of 0.75 percent of the
unpaid tax. Itiscalculated from the first day of the month following the month during which the
tax was due until the last day of the month during which payment ismade. An additional 10
percent penalty isimposed if the taxpayer does not pay before the fifteenth day of the second
month after receipt of a collection notice.

| nsufficient, inexact or incomplete information resulting in a underpayment of tax.--The
penalties imposed vary according to whether or not the taxpayer acted in good faith or bad faith
or fraudulently.

If the taxpayer acted in good faith, no penalty will be imposed if the amount of taxable
income which was not reported does not exceed 5 percent of histaxable income asreported. If it
does exceed 5 percent, alate payment fee of 0.75 percent of the unpaid tax per month will be
imposed. In addition, no penalty or late payment fee isimposed where the taxpayer directed the
administration's attention to the issues of tax law he resolved to his own advantage by expressly
noting them on histax return or on an annexed document.
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When the tax administration establishes that the taxpayer filed atax return in bad faith, it
will impose an interest charge of 0.75 percent of the tax due per month and a penalty equal to 40
percent of the unpaid tax. This penalty isincreased to 80 percent if the taxpayer has been guilty
of deception or abuse of process.

Unilateral reassessment procedure resulting from obstruction by the taxpayer or third
parties.--A taxpayer is subject to an interest charge of 0.75 percent of the tax owed per month
and a penalty equal to 150 percent of such tax when the tax administration is obliged to proceed
with a unilateral reassessment procedure because it has been unable to audit the taxpayer records
because of obstruction on the part of the taxpayer or athird party.

F. Germany
In general

Individual s are subject to a progressive income tax, gift tax, inheritance tax, turnover tax
and, in certain instances, a church tax.

Not all German individuals who earn a substantial income are required to file atax return.
In particular, most wage earners are exempt from the duty to file areturn, unless they have
significant income from other sources than wages have been paid wages by more than one
employer during the tax year, or are dual income spouses of a certain wage level. For wage
earners who need not file areturn, the tax liability is satisfied through the withholding of income
tax by the employer, who determines the tax of each employee on the basis of tables and rates
that take the family status of the employee into consideration.

German individuals who must file an income tax return do not self-assess the tax owed
by them. Instead, the tax return asks merely for the pertinent data necessary to determine the
extent of the tax liability. The taxpayer provides these data within five months after the end of
thetax year. The tax authorities then determine the amount of the tax by assessment.
Consequently, the German taxpayer does not include payment of histax in hisincome tax
return. Instead, the payment is due one month after the assessment has been mailed to the
taxpayer.

Usually thereis a substantial time lag between the filing of the return by the taxpayer and
the assessment, during which period the authorities examine the return and may ask for
additional information or review the taxpayer's books. Delays of several years between filing and
assessment are not uncommon. However, the taxpayer rarely hasto pay the whole tax after the
assessment; instead, the taxpayer has to make advance payments estimated and imposed by the
tax authorities, throughout the tax year, often on aquarterly basis. At the time of assessment, the
taxpayer either receives arefund or must make an additional payment, depending on whether he
overpaid or underpaid through the advance payments,
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Penalties and inter est

In general.--Penalties and interest charges for late filings of tax returns and similar
infractions are provided. Thereisadifferentiation between non-punitive interest charges,
coercive enforcement tools to ensure taxpayer compliance, and criminal penaltiesfor tax evasion.
Interest charges and compliance penalties are imposed and collected by the administrative tax
authorities. However, criminal penalties for tax evasion are imposed by the courts.

Interest isimposed only as prescribed by law in the situations described below. Interest is
charged at the rate of 0.5 percent for each full calendar month. Partial months are not included in
the computation, and the amount on which interest is owed is rounded down to the next lower
Deutsche Mark (DM) 100 (U.S. $60). In each instance, interest is charged by a specific
administrative decision.

Most types of interest on taxes are not punitive in character, and the law reflectsthisin
severa ways. Interest payments are not cumulative: for situationsin which several types of
interest would be due on the same tax, the law provides that interest be payable only once. No
interest isimposed for defaults on interest payments. Moreover, the taxpayer can claim a
deduction for interest paid on taxes, with the exception of interest owed for tax evasion.

Interest on deficiencies.--Since 1990, German taxpayers have had to pay interest on the
deficiency between the assessed amount of their taxes and their advance payments. Asarule,
the obligation to pay interest commences 15 months after the end of the tax year; however, an
additional interest-free period of 21 monthsis granted for first time assessments of certain
agricultural income. Interest isdue at an earlier time if the assessment reflects loss carryovers or
other circumstances of earlier tax years. Interest is payable until the assessment becomesfinal;
however, interest payments may not be imposed for longer than four years.

This so-called full interest for owed taxes also applies to other taxes that are imposed by
assessment, in particular, the corporate income tax, the trade tax, and the value added tax.
Moreover, interest is not imposed only on the taxpayer but also on the government. If the
advance payments amount to an overpayment of the assessed tax, then the government must pay
interest on the refund on the same terms as a taxpayer would on the tax owed.

If the government grants the taxpayer an extension on the time of payment of the tax,
interest isimposed for the duration of the extension.

Interest relating to criminal evasion.--Interest is payable on a deficiency resulting from a
criminal tax evasion. The interest can be imposed on the beneficiary of the evasion, yet the
professional tax preparer isalso liable. The tax authorities can impose the interest if they are
convinced that a criminal tax evasion took place; a criminal conviction isnot required. The
payment period runs from the time of the evasive act, or from the time when the evaded taxes
would have been due, whichever occurs later, until the evaded tax has been paid.
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Interest for suspended taxes.--Interest is payable on atax if its collection was suspended
by an unsuccessful legal action or other delaying motion of the taxpayer. The interest can be
imposed on the disputed amount from the time that the legal action became pending until
termination of the collection suspension. Similarly, the government has to pay interest on atax
reduction that was imposed by afinal court decision.

Penalty for latefiling.--The local tax office may impose a penalty for latefilings, if a
taxpayer failsto file areturn or files late without having obtained an extension. The penalty
depends on the circumstances of the case, including facts such as the degree of culpability of the
taxpayer, the length of time involved, the amounts involved, and the economic situation of the
taxpayer. No penalty isimposed if there were excusable circumstances. The penalty may not
exceed 10 percent of thetax as established by assessment, nor may it exceed the sum of DM
10,000 (U.S. $6,000).

Penalty for failure to pay atax.--The penalty for nonpayment or late payment of atax
aims at compelling the taxpayer to pay taxes on time. This penalty can beimposed for assessed
income taxes as well asfor withheld wages; in the latter case, the employer is subject to the
penalty, which is owed by operation of law, an administrative decision is not required for its
imposition. The penalty amountsto 1 percent of the owed tax for each calendar month or
fraction thereof during which the delay persists. Penalties and interest charges are not
cumulative.

Other coercive measures.--German law provides for three types of coercive measures:
fines, the performance of the required act at the expense of the person obliged to perform it, and
the performance of the required act by the tax authorities themselves. The coercive fine may not
exceed the amount of DM 5,000 (U.S. $3,000), but it may be imposed for several infractions
during the same proceeding. If the coercive fine cannot be collected from the taxpayer, the court
may convert it to a prison sentence of up to two weeks.

The employment of all coercive measures must be proportional to the aim that isto be
achieved, and the taxpayer may not be harassed unnecessarily. The measures are intended to
lead to compliance without a punitive effect. In particular, the privilege against self-incrimination
must be respected, and a statement under oath cannot be requested through coercive means. In
practice, the coercive measures are rarely used in Germany.

Discretion of tax authorities.--Tax authorities have agreat deal of discretion in assessing
penalties and interest. Except as a penalty for late payments, interest payments are imposed only
if the authority imposes them by an administrative decree. Moreover, the authorities may reduce
the tax on an equitable basisin certain cases.

-274-



G. Hungary
In general

The main taxes imposed in Hungary include a corporate income tax, tax on participation
in the proceeds of state property, an individual income tax, ageneral turnover tax, a consumption
tax, an inheritance and gift tax, atax on the transfer of ownership, and municipal taxes.

Hungary operates a self-assessment taxation system under which taxpayers calcul ate their
own tax liability and make advance payments throughout the year. The tax year corresponds
with the calendar year. At the end of the year, taxpayers must prepare tax returns for submission
to tax authorities. Tax returns must be filed by March 20th in the following year. The information
that must be submitted is quite limited; however, detailed audits are periodically carried out by
the tax authority.

Certain individuals are not required to file tax returns, including those who declare to their
employers that they derive income either only from single employment or they derive
employment income from a similar employer and/or derive income from independent services,
whereby the taxable income is determined using the option of alump-sum deduction of expenses
of 10 percent of turnover.

Penalties and inter est

Interest.--Interest (referred to as adelay surcharge) is charged on the late payment of tax.
Interest is charged from the date on which any payment should have been made until the date on
which it was actually made. Thisdelay surcharge is 1/365th of twice the prime rate applied by the
central bank for each calendar day of delay. The delay surcharge is not due for any period of
delay if the taxpayer had areasonable excuse for not paying the tax on time. The tax authority
has the authority to mitigate the surcharge.

Penalties.--In order to encourage voluntary compliance, the Hungarian tax system uses a
punitive penalty regime under which little differentiation is made between serious offense and
cases of minor delay or innocent mistake.

A self-correction mechanism is available to taxpayers. Under this system, if ataxpayer
corrects amistake made in the filing of areturn or payment of taxes, the taxpayer is required to
pay a self-correction surcharge.

In the case of tax deficiency, a penalty equal to 50 percent of the tax deficiency is
assessed. Thetax penalty applies also if ataxpayer submitted an application for subsidies or
reclamation of tax without being entitled thereto. No tax penalty may be assessed for that part of
tax deficiency which has been incurred because of afalse tax certificate issued by an employer or

payer.
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The rate of tax penalty may be reduced in the case of a particularly justifiable
circumstance, if it is evident from the circumstances that the taxpayer or his representative has
proceeded with due care that could be expected of him in the given situation.

Default fines are imposed for late performance or nonperformance of various statutory
obligations. Theseinclude the failureto register for tax purposes, to submit an annua balance
sheet or profit and loss account, to keep relevant records, to meet an obligation to issue invoices
or similar documents, to submit areturn by the filing date, and to submit a correct return. The
default fine for not meeting the obligation of return and reporting related to the acquisition of
property varies from 5 percent to 100 percent of the unpaid duties depending on circumstances.

On the basis of the request of the taxpayer, the tax authority may reduce or cancel the tax,
fine, or interest liability payable by that physical or legal person, if payment thereof seriously
endangersthe livelihood of the taxpayer and his close relatives living with him, or if the payment
makes impossible the economic activities of alegal entity or of another organization.

H. Ireland
In general

All Irish taxes are either collected by deduction at source or are subject to self assessment.
The principal taxes collected by deduction at source are: (1) deposit interest retention tax
(“DIRT"), which is applied to interest paid by most deposit institutions; (2) pay asyou earn
(“PAYE”), which isapayroll deduction tax on wages, and (3) pay related social insurance
(“PRSI™), which isasocial security payroll tax.

Because most income tax on wagesiis collected under PAY E and interest on bank
accountsis subject to withholding under the DIRT, most individual taxpayers do not haveto file
income tax returns. Returns may be needed for taxpayers who hold more than one job (although
this may sometimes be avoided by making adjustments to withholding). Returnsare required
for the following individuals: (1) self-employed individuals; (2) investment income recipients
(including capital gain recipients); and (3) owner-directors of companies. In addition, every
company isrequired to file a corporation tax return for each accounting period.

Other taxes, such as VAT, gift and inheritance taxes, stamp duties, etc., are on a self
assessment system.

Blank forms are mailed in April to anyone the government considersliable to file areturn.
But failure to receive returns does not excuse failure to file. Taxpayers who need to file but do
not receive returns are required to request them. The return is designed to collect sufficient data
for the government to calculate the taxpayer’ sliability. Taxpayers can make their own
calculations, but are not required to do so.
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Estimated income tax is known as Preliminary Tax. Itispaidin asingle payment, which
isdue November 1% each year. Since thetax year begins April 6 and ends April 5, this
Preliminary Tax payment is due alittle more than 7 2 months after the start of the tax year. Any
balance due after the return is filed must be paid by the following April 30, nearly 13 months after
the close of thetax year. In general the Preliminary Tax must equal the lower of two figures:

. 90 percent of the current tax year’ s liability or
. 100 percent of the previous tax years' liability.

Preliminary tax payments may be spread out over the year in equal monthly installments
rather than being paid in asingle lump sum at the beginning of November. To qualify for this
option, the taxpayer must authorize the government to directly debit his or her bank account
once amonth. Taxpayers who authorize direct debit need only pay the lowest of three figures:

. 90 percent of the current tax year’sliability,
. 100 percent of the previoustax years' liability, or
. 105 percent of the next previoustax year’sliability.

The government usually calculates the amount of Preliminary Tax each year. A taxpayer
who disagrees with the government’ s figure can notify the government of the amount he or she
considers correct and pay on that basis. A taxpayer who does not notify the government of such
adisagreement and ssimply pays preliminary tax based on his or her own calculation will be
subject to interest calculated on the basis of the government’s Preliminary Tax calculation.

Returns are due January 31, more than 9 months after the close of the tax year. However
ataxpayer who files early is better able to determine the amount of hisor her Preliminary Tax
liability for the following year.

Penalties and inter est

In general.--Self assessment under the Irish tax system operates by a system of penalties
and interest. These sanctions arise in the event of afailure to make atimely return of income and
gains and failure to make atimely or adequate payment of the tax due.

Interest.--Interest on underpayments of tax is charged at arate ranging from 0.5 percent to
1.25 percent per month of underpayment.

Penalties.--In the case of returns up to two month late, the penalty imposed is 5 percent of
the tax liability, not to exceed £10,000. In the case of returns more than two months late, the
penalty imposed is 10 percent of the tax liability, not to exceed £50,000. Failure of a company to
submit areturn for any accounting period within nine months after the end of the period results
in apenalty equal to 10 percent of the tax due for the accounting period plus the limitation of
certain tax relief provisions.
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Thereisnormally aone week grace period for returns received after the due date. But this
isadiscretionary guideline. It will not be allowed if thereis an indication of abuse, such as atax
preparer filing returnsfor al of hisor her clients within one week after the filing date. A similar
discretionary grace period applies in assessing the higher 10 percent surcharge for returns
received within two months and one week after the filing due date.

|. Japan
In general

Japan imposes a variety of taxes, including individual and corporate income tax, a
consumption tax, social security taxes, inheritance and gift taxes, registration taxes, land value
tax, and local and miscellaneous.

Incometax ispaid by self assessment unlessit iswithheld at source. Under this system,
each taxpayer must file areturn and pay the tax due at the same time. Income tax on wages,
salaries, interest, and dividend is withheld by payers of such income who are required to remit
withholding tax on behalf of the taxpayer.

Income tax is assessed on a calendar year basis and afinal return for the annual income
(except very small income) isto befiled by March 15 of the following year. Normally, about
two-thirds of the total tax estimated on the basis of ordinary income of the preceding year must
be prepaid in two equal installmentsin July and November. The difference between tax due and
the prepaid amount should be paid at the time of filing afinal return by March 15 of the following
year.

Penalties and inter est

In general.-Interest charges are collected as delinquent tax or interest tax, and penalties are
imposed as administrative penatiesin the form of additional tax or penalty tax. These interest
charges and administrative penalties are collected by the tax authorities. Criminal penalties are
imposed against tax evasion by the court with the term of penal servitude and the amount of fine.

Interest charges.--In case ataxpayer does not pay tax by the due date, he must pay, in
addition to the principal tax, adelinquent tax at the interest rate of 14.6 percent per annum for a
period of the day following the due date to the actual payment date. The above rate, however, is
reduced to 7.3 percent per annum if a delinquent tax is paid within two months from the day
following the due date.

If the late filing of tax is allowed by atax office for a period provided in the Income Tax
Law, ataxpayer hasto pay interest tax for this period instead of the delinquent tax. Asarule, this
interest is computed at the rate of 7.3 percent.
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Penalties.--Penalties are imposed as administrative penaltiesin the form of additional tax
or penalty tax asfollows:

(1) Penalty tax for deficient return - 10 percent or 15 percent of the increased amount of
tax resulting from a correction or an amended return, when the original final return wasfiled on
or before the due date.

(2) Penalty tax for no return - 15 percent of the amount of tax determined by atax office
or shown in afinal or amended return, when the original return was filed after the due date.

(3) Penalty tax on withholding - 10 percent of the amount of tax determined by the notice
of atax office, when the original return was not filed on or before the due date.

(4) Heavy penalty tax - In the case of fraud, thistax is collected at the rate of 35 percent
of the amount of tax as penalty for tax evasion under (1) and (3) and 40 percent under (2) above.

Criminal penalties.--If ataxpayer fails to meet atax obligation, without reasonable cause,
i.e., by neglecting to file atax return or making aincorrect tax return by omitting any taxable
income, acriminal penalty isimposed. The following are typical offenses and their penalties:

C Tax evasion (including concealment or destruction of propertiesin possession of a
taxpayer with the intention of evading the payment of delinquent tax) -
imprisonment for aterm not to exceed five years of afine not to exceed 5 million

yen.
C Filing no return - imprisonment for aterm not to exceed one year or afine not to
exceed 200,000 yen.
C False reply to tax examiner - Imprisonment for aterm not to exceed one year or a

fine not to exceed 200,000 yen.

J. Sweden

In general

Sweden imposes a system of individual and corporate income taxes. In addition to the
income tax, Sweden imposes a value-added tax, atax on social security contributions, a net
wealth tax, an inheritance and gift tax, stamp duties, areal estate tax, and a specia revenue tax.

The Swedish National Taxation Board is responsible for matters concerning the Swedish
taxation system. Each county has a taxation authority under which there are several local
taxation offices. Every taxation office has ataxation committee, which is the preliminary
instance for decision-making regarding taxation.
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Anincome tax return may bein the form of asimple written declaration, a special written
declaration, or be transmitted electronically. Every individual whose annual income has been at
least 24 percent of the established "base amount,” which is calculated annually on the basis of
changesin the consumer's price index, must file an income tax return. There are aso other
factors such asincome of capital or the tax on capital which may necessitate filing an income tax
return.

However, a person whose sole income derives from a universal pension and its
supplementsis not obligated to file an income tax return, unless the total amount exceeds 134
percent of the base amount for a person who is married and 151.5 percent for other persons.
However, whenever the taxation authority requires a person to file an income tax return, that
person must comply even if hisincome iswithin the limits mentioned above. Individualsin
receipt of businessincome must file returns by March 31 of the year following the tax year.

A simple declaration of income is usually completed directly by the taxation authority on
the basis of the available information. Such information is supplied by the various entities
making the payments for the work performed or the interest paid on the capital or thelike. The
completed form is sent to the taxpayer for his signature. If the completed form is correct, the
taxpayer signs and returnsit to the authority. In case ataxpayer has had other income not
included in the completed form or finds that certain items are incorrect, the taxpayer corrects the
completed form and sends it back to the tax authority. Except for those who need not file atax
return in conformity with the above-mentioned rule, whoever who does not receive a compl eted
simple tax return must file a special income tax return.

According to the provisions of the 1997 Law on Payment of Taxes, an income tax
declaration must be filed at certain specified dates with respect to various types of tax returns.
However, under certain circumstances an extension may be granted.

Employers are required to deduct tax from their employees’ salaries and benefits and pay
such amountsto the local tax authorities monthly.

The taxation authority decides whether a person owes taxes or should receive arefund.
The payable taxes must be paid to the account of the taxation authority which has determined the
amount of taxesto be paid. If an extension has been granted, the taxation authority may also
grant an extension for the payment of the due taxes. If aperson has paid more than what the
final taxation decision indicates, he\she will receive arefund. However, if this person is owes
money for back taxes or similar debts, for instance, the amount of refund will be deducted
accordingly.

Penalties and inter est




Interest.--A taxpayer must pay interest on the amount of money he owes or receive
interest for the amount which isdue him. Theinterest is calculated on the basis of so-called
"base interest.”

Interest is calculated on the basis of 125 percent of the base amount, both for the taxes
which had to be paid during the year the income was earned and the tax which must be paid after
afinal taxation determination has been made. However, up to an amount of 20,000 SK (ca
US$2,500) is exempted from the payment of interest for the period between February 13 and
May 3 in the taxation year.

However, if taxes must be paid because of a discretionary estimation, the payable interest
will be calculated on the basis of an interest composition constituting the base interest plus 15
percent units.

If the payment of interest for the time after the date the payment should have been made
isnot madein time, the interest is calculated on the same basis as above. However, for up to an
amount of 10,000 SK (ca US$1,250) the interest is calculated on an interest composition
corresponding to the base interest. The same rule applies when the enforcement authority acts to
collect the debt.

The payableinterest is charged on a monthly basis.

The taxation authority is empowered to exempt ataxpayer from the payment of interest,
either partly or fully, if it finds good reasons for granting such exemption.

Penalties.--Swedish laws contain three types of penaltiesin connection with taxation:
penalty for late filing, penalty for tax avoidance, and penalty for tax evasion.

Thefirst two categories, i.e. penalty for late filing and penalty for tax avoidance, are
sanctioned through administrative and financial measures. Tax evasion is sanctioned by means of
aspecial criminal law, entitled "Tax Violation Law."

Penalty for latefiling.--A person who neglects filing an income tax return within the
specified time limits will be charged alate filing fine, which is 1000 SK (caUS $120) for legal
persons and 500 SK (ca US $60) for natural persons. If thetax returnisnot filed at the latest by
August 1, of the tax year, the fine will be four times the assessed fine for each category of
taxpayer.

Penalty for tax avoidance.--A tax addition will be charged if the taxpayer either in his
income tax return or in any other relevant writings has furnished incorrect information.
Additional tax will be charged only if the taxpayer himself or hislegal representative has given
the incorrect information.
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Incorrect information may, for instance, be an income item which has not been included
or an income which has been estimated at alower amount, or an expense item which has been
counted for at ahigher level. The additional tax in such casesis 40 percent of the income tax
which should have been charged if the incorrect information had been accepted. However, if the
correction has been made by available means, such as an income tax return from the past year,
the additional tax will be 20 percent. If the correction has been achieved by means of the control
reports coming from various entities making the payments, no additional tax will be charged.

Additional tax will also be charged when the payable tax is made by discretionary
estimation.

The Tax Law also contains provisions to the effect that, in charging additional taxes, due
consideration must be given to the taxpayer's age, state of health, lack of experience or other
factors which make the furnishing of incorrect information excusable.

Penalty for tax evasion.--The Tax Violation Law contains provisions on the criminal
penalty for tax fraud and gross negligence. The penalty isafine or up to six years imprisonment,
depending on the nature of the conduct and the amount of the tax involved.

K. United Kingdom
In general

The United Kingdom imposes an individual and corporate income tax, a capital gainstax,
an inheritance tax, a value-added tax and other indirect taxes, and a stamp duty.

Most individual taxpayers do not file returns. Thetax is paid through withholding on
their wages and bank account interest (called “pay asyou earn” or PAYE). Self employed people
and others with income not covered by PAY E must file returns.

Taxpayers are required to make estimated tax payments during the year. The government
determines the amount of required payments on account. Payments are due in two installments,
January 31 during the tax year, and July 31 following the close of the tax year. Thereisno
penalty for failure to make payments on account when due, but interest is charged. Any
payment on account that is not paid by the time the government determines the tax become part
of the balance due on the return.

In 1996, the United Kingdom introduced a self assessment system. Under this system,
taxpayers may self assess by including a calculation of tax liability on their tax return.
Alternatively, the taxpayer may file the tax return only and permit Inland Revenue to calcul ate
the tax due.
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The tax year ends April 5 of each year. The government generally sends blank returnsto
taxpayers with a specified due date. Tax returns are normally due by Jan. 31 of the following
year. If the government mails ataxpayer’s return formslater than October 31 following the close
of thetax year, the due date is three months from when the taxpayer receivesthe return. The
return is designed to supply the government with sufficient information to calculate the
taxpayer’sliability. Taxpayers can calculate the liability themselvesif they choose to, but are not
required to.

Penalties and inter est

Incentive for filing early.--If ataxpayer files hisreturn by Sept. 30 after the close of the tax
year, and balance due is below £1,000, the balance due need not be paid in alump sum. Instead
it can be spread out and paid as part of the subsequent year’ s withholding under the PAY E
system.

Interest.--Interest rates on underpayments of tax are calculated by reference to base rates.
Interest accrues automatically on tax paid late, even if the amount of the underpayment is not
known at the due date of the payment. Repaymentsincur interest charges from the due date of
the payment to the date the tax was paid.

L ate payment penalty.--If a personal balancing payment is unpaid more than 28 days after
thefiling date of the return (i.e., after February 28), a surcharge of 5 percent is automatically
imposed. An addition 5 percent surcharge isimposed with respect to a balancing payment
remaining unpaid six months after the filing of the return. An appeal may be may for abatement
for reasonabl e excuse (see below).

Basic late filing penalty.--The basic late filing penalty is£100 if the returnis not filed by
the due date. Additional late filing penalties equal £100 if the returnisstill unfiled six month
after the due date and 100 percent of the year’ stax liability if thereturnisstill unfiled 12 months
after the due date.

Specia penalty for taxpayers deemed recalcitrant.--Once a taxpayer misses the original
due date, the government can request an independent tribunal, the “ Appeal Commissioners,” to
impose adaily penalty of up to £60 aday. Thisisused in extraordinary situations.

Penalties may also be charged for failing to keep adequate records in support of the tax
return.

Abatement for “reasonable excuse’ .--Penalties may be abated for “reasonable excuse.”
The statute does not define reasonable excuse. The following are examples that may be
considered acceptable:

. The taxpayer did not receive blank forms from the government
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The return was delayed or lost in the mail, assuming it was mailed in time to be
received by the deadline. Generally there would have to have been some related
event such as afire or flood at the post office where the return was mailed or a
prolonged strike

Tax records lost as aresult of fire, flood, or theft

Seriousillness. Thisgenerally must be serious enough to interfere with the
taxpayer’s handling of hisor her other business and private affairs

Death of acloserelative or domestic partner shortly before the deadline, provided
the taxpayer had previously taken any necessary steps to have the return ready on
time.

The following are not considered reasonable excuse:

In general any event that did not interfere with the taxpayer’ s handling of hisor
her other business and personal affairs

The tax return was too difficult

Pressure of other work

Tax consultant’ s failure

Unavailability of necessary information. Ordinarily, the taxpayer should supply
an estimate of the missing data along with an explanation as to why only
estimated information is available.

Government’ sfailureto send areminder. NOTE: The government does normally
send areminder shortly before the first penalty date, but absence of areminder is
not reasonable excuse. The due date is shown on the return when the taxpayer
recelvesit.
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APPENDICES
APPENDI X A1l.--Internal Revenue Code Penalty Provisions!

Description of Penalty Code Section Calculation of Penalty Waiver Available?
1. Low-income housing credit penalties | 42
a Falluretofileinitial certification 42(1)(1) Low income housing credit isdenied for | Yes, if such failureisdue
when building eligible for credit is the taxable year in which building was to reasonable cause and not
placed in service. placed in service. to willful neglect.
b. Taxpayer’sfailureto file required 42()(2) $100 per failure (same penalty as under Yes, if such failureisdue
annual reports. 86652())). to reasonabl e cause and not
to willful neglect.
c. Housing credit agency’sfailureto file | 42(1)(3) $100 per failure (same penalty as under Yes, if such failureisdue
required annual reports. 86652())). to reasonabl e cause and not
to willful neglect.
2. Medicaret+Choice M SA 138

! Penadlties are listed in ascending order by Internal Revenue Code section. Thislist does not include the following penalty
provisions: (1) International related penalty provisions (see Appendix A2); (2) pension and employee benefit related tax penalty
provisions (see Appendix A3); (3) Exempt organization penalty provisions (see Appendix A4); and (4) estate and gift penalty
provisions (see Appendix A5). Thislist aso does not include crimina penalties.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
a. Funds distributed from MSA arenot | 138(c)(2) A penalty equal to 50% of the amount Yes, if account holder
used for eligible medical expenses, and determined under the following formula: | becomes disabled within
the fund does not maintain a minimum The amount of misused distributions the meaning of §72(m)(7),
asset value. reduced by -- or dies.
(1) The MSA plan’s assets (valued at fair
market value on the last day of the
calendar year preceding the taxable year
the misdirected payment is taxable)
minus
(2) 60% of the MSA plan’s deductible on
January 1 of the year in which the
misdirected payment is taxable.?
3. Arbitrage 148
a. If arbitrage bond proceeds invested in | 148(f)(4)(C)(x) 50% of the amount required to be paid Y es, the Secretary may
bonds yielding excess interest, and plusinterest at the rate established under | waive al or any portion of
issuer electsto pay the “penalty” 86621 for tax underpayments.® the penalty.
provided by 8§148(f)(4)(C)(vii) rather
than rebate the excess interest to the
federal government, failure to make
such payment is subject to penalty.
4. M edical savings accounts 220

2 Under thisformulg, if the year end market value of the plan’s assets exceeds 60% of the plan deductible, the penalty is
reduced. If the excess equalsor exceeds the year’s misused distributions, the penalty is zero.

3 Certain €elective payments described as penalties in §148(f) are not treated as penalties for purposes of this study. See, for
example, 88148(f)(4)(C)(vii) and 148(f)(7).
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
a. Failure of MSA trusteeto file 220()(4)(C) Same penalty as provided under Y es, for reasonable cause.
required report detailing number of 86693(a) except $25 per failure, not to
MSA accounts opened, identity of exceed $5,000 per trustee.
participants, etc.
5. Drawback 5134
a. Failure to comply with drawback 5134(c)(2) $1,000 for each failure to comply, not to Y es, for reasonable cause.
requirementsre: tax paid on distilled exceed the amount of drawback claim.
spirits used for non-beverage purposes.
6. Intentional removal or defacement of | 5675 $50 per barrel or container. No.
brewer’smarksor brandsfrom barrel
or container

7. Penaltiesrelating to the payment and | 5684
collection of liquor taxes

a. Failure to pay gallonage taxes. 5684(a) 5% of unpaid tax. No.
8. Civil penaltiesrelating to tobacco 5761

a. Willfully omitting thingsrequiredor | 5761(a) $1,000 plus costs of civil action suit. No.

doing things forbidden by chapter 52.

b. Failure to pay tobacco taxes under 5761(b) 5% of unpaid tax plus other penalties No.

Ch. 52. provided in thistitle.

9. Returnsrelating to cash received in 60501
trade or business
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
a. Structuring transactions to evade 60501 (f)(2) Same as 86721(e)(2)(C) pendlties. Yes, if such falureisdue
reporting requirements. to reasonable cause and not
to willful neglect
(86724(a)).
10. Proceduresfor taking partner ship 6242
adjustmentsinto account
a. Partnership liable for penalties 6242(b)(3) Electing large partnership subject to same | Y es, to same extent as
pendlties asindividuals. individuals.
b. Failure to pay amounts pertainingto | 6242(c)(3) 10% of underpayment. No.
partnership adjustments.
11. Surrender of property subject to 6332
levy
a. Fallureto surrender property subject | 6332(d)(2) 50% of the value of the property or Y es, for reasonable cause.
to levy. rights to property not surrendered.
12. Failuretofiletax return or to pay 6651
tax
a. Failureto filerequired return. 6651(a)(1) 5% of tax due per month for each month | Yes, if such failureis due

or part of month returnislate, not to
exceed 25%.

to reasonabl e cause and not
to willful neglect.




APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?

b. Failure to pay tax as shown on return | 6651(8)(2) Y% of tax due for each month or fraction | Yes, if such failureisdue

by date due. of month payment is delayed, not to to reasonable cause and not
exceed 25%. For months during which to willful neglect.
installment agreement isin effect, %46 of
tax due for each month or fraction of
month payment is delayed, not to exceed
25%.*

c. Failureto pay tax that should have 6651(a)(3) 5% of tax due for each month or fraction | Yes, if suchfalureisdue

been shown on return but was not paid of month payment is delayed, not to to reasonable cause and

(2) within 21 calendar days after notice exceed 25%. For months during which not to willful neglect.

and demand, or (2) within 10 business installment agreement isin effect, %% of

days after notice and demand if amount tax due for each month or fraction of

is $100,000 or more. month payment is delayed, not to exceed
25%.°

d. Fraudulent failureto file. 6651(f) 15% of tax due for each month or Yes, if such failureisdue
fraction of month return islate, not to to reasonable cause and not
exceed 25%. to willful neglect.

13. Failureto fileinformation returns, 6652
registration statements, etc.
a Failureto file statement relating to 6652(a)(1) and $1 per statement not filed, not to exceed Yes, if such failureisdue
certain dividend paymentstotaling less | (8)(2) $1,000 per calendar yesr. to reasonable cause and not

than $10 by due date.

to willful neglect.

4 Effective for determining additions to tax for months beginning after December 31, 1999.

° Effective for determining additionsto tax for months beginning after December 31, 1999.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?

b. Employee’ sfailureto report tipsto 6652(b) 50% of FICA due on unreported tips. Yes, if such failureisdue

employer. to reasonable cause and not
to willful neglect.

c. Failureto fileinformation in 6652(Q) $25 per participant for each year not Yes, if such failureisdue

connection with deductible employee filed, not to exceed $10,000. to reasonable cause and not

contributions. to willful neglect.

d. Failure to file annual certification of 6652(j) $100 per failure. Yes, if such failureisdue

continuing eligibility under 8142 to reasonable cause and not

exempt facility bond provisionsre: to willful neglect.

residential rental projects.

e. Failure by small corporation whose 6652(k) $50 per report, per year; Yes, if such failureisdue

shareholders may qualify for 50% $100 per report, per year for negligent or | to reasonable cause and not

capital gain exclusion under 81202 to intentional disregard of filing to willful neglect.

file annual report. requirements.

f. Failure by corporation to file report 6652(1) $500 per day, not to exceed $100,000. Y esfor reasonable cause.

with respect to change of control,

recapitalization, or other substantial

change in capital structure.

14. Failureto pay stamp tax 6653 50% of underpaid tax in cases of willful No.

failure to pay or willful attempt to evade.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
15. Failure by individual to pay 6654 Interest, applied to the amount of Yes, if failure occurs due
estimated income tax underpayment for the period of to:
underpayment except -- (1) casualty, disaster, or
(2) if tax shown on returnislessthan other unusual
$1,000 (86654(€)(1)), or (2) if therewas circumstances and
no tax liability for the preceding taxable imposition of penalty
year (86654(€)(2)). would be against equity or
good conscience
(6654(e)(3)(A)); or
(2) taxpayer (i) retired after
becoming 62, or (ii)
became disabled in the year
payments were due or the
preceding year, and (iii)
underpayment due to
reasonable cause and not
to willful neglect
(6654(e)(3)(B)).
16. Failure by cor poration to pay 6655 Interest, applied to the amount of No.

estimated income tax

underpayment for the period of
underpayment except --

if tax shown on return (or, if no return
filed, the tax that should have been
shown) isless than $500.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
17. Failureto maketimely deposit of 6656 Penalty is percentage of amount required | Yes, if such failureisdue
taxes to be deposited, ranging from 2% to to reasonable cause and not
15%. to willful neglect.
Exceptions are available
for certain first time
depositors.
18. Payment of taxeswith “insufficient 6657 (1) 2% of amount of check or money Yes, if check tendered in
funds’ check or money order order; or (2) if check islessthan $750, good faith and with
the lesser of the amount of the check or reasonable cause to believe
$15. it would be paid.
19. Accuracy-related penalty for 6662 20% of that portion of understatement Y es, if such understatement
under payment of tax required to be that is traceable to certain errors or is due to reasonabl e cause
shown on return misstatements; 40% for gross valuation and taxpayer acted in good
misstatements. faith with respect to
underpayment (6664(c)).
20. Civil fraud 6663 75% of that portion of the tax Y es, if such understatement
understatement that is determined to be is due to reasonabl e cause
attributable to fraud. and taxpayer acted in good
faith with respect to
underpayment ((6664(c)).
21. Failureto collect and pay over tax, 6672

or attempt to evade or defeat tax
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
a. Failure by third parties to collect, 6672(a) Penalty equal to the total amount of tax Y es, for certain voluntary
truthfully account for, and pay tax or evaded, or not collected, or not board members of tax-
attempt to evade or defeat tax.’ accounted for and paid over. exempt organizations.
22. Sanctions and costs awar ded by 6673 Up to $25,000 if court proceedings No.
courts instituted for delay, taxpayer’ sposition is
frivolous or groundless, or taxpayer
unreasonably failed to pursue
administrative remedies. If counsel ina
case multiplies the proceedings
unreasonably and vexatiously, counsel
must pay excess Costs.
23. Fraudulent statement or failureto 6674 $50 per failure. No.
furnish statement to employee
24. Excessive claimswith respect tothe | 6675 The greater of (1) 2 timesthe excessive Y es, for reasonable cause.

useof certain fuels

amount; or (2) $10.

® This penalty allowsthe IRSto hold individuals personally liable for 100% of any employment taxes that were not paid as
long as the individual was a“person required to collect, truthfully account for, and pay over” any tax imposed by the Internal

Revenue Code.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
25. Providing falseinformation with 6682 $500. Yes, (1) if reasonable basis
respect to withholding forms for statement, or (2) if taxes
imposed under subtitle A
for the taxable year are
egual to or lessthan the
sum of credits against such
tax plus payments of
estimated tax.
26. Under statements of taxpayer’s 6694
liability by incometax preparers
a. Understatement due to unrealistic 6694(a) $250 per return. Y es, for reasonable cause
positions. and person acted in good
faith, or if taxpayer’s
liability is not understated.
b. Understatement due to willful or 6694(b) $1,000 per return, reduced by amounts Yes, if taxpayer’sliability
reckless conduct. paid under 86694(a), if any. is not understated.
27. Penaltieswith respect to the 6695
preparation of incometax returnsfor
other persons
a. Failureto furnish copy of returnto 6695(a) $50 per failure, not to exceed $25,000 Yes, if such falureisdue
taxpayer. per calendar year. to reasonable cause and not
to willful neglect.
b. Failure of tax return preparer to sign 6695(b) $50 per failure, not to exceed $25,000 Yes, if such falureisdue

return.

per calendar year.

to reasonabl e cause and not
to willful neglect.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

liability due to deficiency dividend
under 8860.

understatement that is traceable to the
deficiency dividend, not to exceed 50%
of the amount of deficiency dividend
allowed by §860(a) for taxable year.

Description of Penalty Code Section Calculation of Penalty Waiver Available?
c. Failure of tax return preparer to 6695(C) $50 per failure, not to exceed $25,000 Yes, if such failureisdue
furnish identifying number. per calendar year. to reasonable cause and not
to willful neglect.

d. Failure of tax return preparer either to | 6695(d) $50 per failure, not to exceed $25,000 Yes, if such falureisdue

keep copies or to retain alist of per return period. to cause reasonabl e cause

prepared returns. and not to willful neglect.

e. Failure of tax return preparer to file 6695(e) $50 for (1) each failureto file required Yes, if such failureisdue

correct information returns. return under 86060 (86695(e)(1)), and to reasonable cause and not
(2) each failure to include required item to willful neglect.
(86695(€)(2). Not to exceed $25,000 per
return period.

f. Tax return preparer’ s negotiation of 6695(f) $500 per check. No.

client’ srefund check.

g. Failure of tax return preparer to 6695(Q) $100 per failure. No.

comply with due diligence

requirementsin determining eligibility

for earned income credit.

28. Penaltieswith respect to liability for | 6697
tax regulated investment companies
a. Penalty for incurring increased tax 6697(a) Amount of interest on any part of tax No.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?

29. Failuretofiletimely partnership 6698 $50 per each partner for any portion of Y es, for reasonable cause.

return or failureto provideinformation the taxable year, for each month (or part

required under 86031 thereof) the failure continues, not to
exceed 5 months.

30. Promotion of abusive tax shelters 6700 The lesser of $1,000 or 100% of the Y es, with respect to gross
gross income derived or to be derived, valuation overstatement, if
per entity or arrangement. there was areasonable

basis for valuation and that
it was made in good faith.

31. Aiding and abetting under statement | 6701 $1,000 per document, except $10,000 per | No.

of tax liability document if document relatesto a
corporation.

32. Filing of frivolousincometax return | 6702 $500 per return. No.

33. Willful failure by broker to provide | 6705 $500 per failure. No.

notice to payorsrelating to backup

withholding

34. Failureto furnish required 6706

information regarding OID

a. Failure to show information on OID 6706(a) $50 per failure. Yes, if such failureisdue

instrument.

to reasonabl e cause and not
to willful neglect.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
b. Failure of OID instrument issuer to 6706(b) 1% of the aggregate issue price of issue Yes, if such failureisdue
report required information to IRS upon price, not to exceed $50,000 per issue. to reasonabl e cause and not
issuance. to willful neglect.
35. Failureto furnish information 6707
regarding tax shelters
a Failure to register tax shelter or filing | 6707(a)(1) The greater of -- (1) 1% of aggregate Y es, for reasonable cause.
false or incomplete information. investment in shelter, or (2) $500.
b. Confidential arrangements. 6707(3)(3) The greater of -- (1) 50% of fees paid to Y es, for reasonable cause.
al promoters (75% if such actis
intentional), or (2) $10,000.
c. Failure of saller to furnish tax shelter 6707(b)(1) $100 per failure. No.
ID number to investors.
d. Failure of investor to include ID 6707(b)(2) $250 per failure. Y es, for reasonable cause.
number on tax return.
36. Failureto maintain list of investors 6708 $50 per failure, not to exceed $100,000 Yes, if such failureisdue
in potentially abusive tax shelter per calendar year. to reasonabl e cause and not
to willful neglect.
37. Penalties with respect to mortgage 6709
credit certificates
a. Because of negligence, materia 6709(a) $1,000 per certificate. No.

misstatementsin verified written

statements are made in connection with

certificate issuance.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
b. Fraudulent misstatementsin verified | 6709(b) $10,000 per certificate. No.
written statements made in connection
with certificate issuance.
c. Failureto file required reports with 6709(c) $200 per failure, not to exceed $2,000. Yes, if such failureis due
IRS with respect to mortgage credit to reasonable cause and
certificate. not to willful neglect.
38. Improper disclosure or use of 6713 $250 per disclosure or use, not to exceed | No.
information by tax return preparer of $10,000 per calendar year.
information furnished for return
preparation purposes
39. Dyed fuel violations 6715
a. Holding, sdlling, or using dyed fuel 6715(a), (b) The greater of (1) $1,000, or (2) $10 per No.
for ause that is known (or should be galon of the dyed fuel involved.
known) to be taxable, or willfully For multiple violations, $1,000 times the
altering or attempting to ater the number of prior penalties for repeat
strength or composition of any fuel dye violators.
or marker.
40. Failuretofile correct information 6721

returns
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
a. Failuretofilerequired information or | 6721(a) $50 per failure, not to exceed $250,000 Yes, if such failureisdue
failureto file by required date. per caendar year, except if: to reasonabl e cause and not
(1) Compliance within 30 days--$15 per to willful neglect
failure, not to exceed $75,000 per (86724(a)).
calendar year (86721(b)(1)).
(2) Compliance after 30 days but filed on | No penalty if returnisfiled
or before August 1--$30 per failure, not without all required
to exceed $150,000 per calendar year information but failure
(86721(b)(2)). Lower limits apply to corrected on or before
small businesses. August 1. Number of
information returns not to
exceed the greater of -- (1)
10, or (2) 2 of 1% of total
number of returns required
to befiled for calendar
year.
b. Intentional disregard of filing 6721(e) The greater of $1007 per failure or 10% Yes, if such failureisdue

requirement or correct information
reporting requirement.

of the aggregate amount of itemsto be
reported.

to reasonabl e cause and not
to willful neglect
(86724(Q)).

" Exceptionsto thisrule: 86721(e)(2)(B) failure to file correct returns under 886045(a), 6050K, or 6050L , incur a penalty of
$100 per failure or, if greater, 5% of aggregate amount that should have been reported correctly, or 86721(e)(2)(C) failureto file
correct return required under 860501 (a), resultsin a penalty equal to the greater of $25,000, or the amount of cash received in such
transaction to the extent it does not exceed $100,000. Also, penalty ceilings of subsection (a) do not apply and no penalty reduction

for delayed compliance.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
41. Failureto furnish correct payee 6722
statements
a. Fallureto furnish payment statement | 6722(a), (b) $50 per failure, not to exceed $100,000 Yes, if such falureisdue
on or before due date, and/or failureto per calendar year. to reasonable cause and not
include required information. to willful neglect
(86724(a)).
b. Intentional disregard of filing 6722(c) The greater of $100 per failureor 10% of | Yes, if such failureisdue
required payee statements. the aggregate amount of itemsto be to reasonable cause and not
reported.® to willful neglect
(86724(a)).
42. Failureto comply with other 6723 $50 per failure, not to exceed $100,00 Yes, if such failureisdue
specified information reporting per calendar year. to reasonable cause and not
requirements to willful neglect
(86724(a)).
43. Required paymentsfor entities 7519

electing not to haverequired taxable
year

8 Exceptionsto thisrule: Appliesto payee statements other than those required under 88 6045(b), 6041A (e), 6050H(d),
6050J(e), 6050K (b), or 6050L (c). Under 86722(c)(1)(B), failureto file required statements under 886045(b), 6050K (b), or 6050L (c),
resultsin a penalty of $100, or, if greater, 5% of the aggregate amount of the items to be reported correctly. In addition, penalty

ceilings of subsection (a) do not apply.
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APPENDIX Al.--Internal Revenue Code Penalty Provisions (Continued)

Description of Penalty

Code Section

Calculation of Penalty

Waiver Available?

a. Failure of partnershipor S
corporation to make full payment
required under 8444 in connection with
an election to file returns based on a
taxable year that is not the entity’s
required year.

7519(a), ()(4)(A)

10% of underpayment.®

Yes, if such failureisdue
to reasonabl e cause and not
to willful neglect.

b. Willful failure to comply with 7519(f)(4)(C) 8444 will cease to apply. No.
requirements of this section.
44. Failure of mine operator to make 9707 $100 per failure for each day of Yes, (1) If suchfalureis

required paymentsto certain UMWA
benefit plans

noncompliance period.

due to reasonable cause
and not to willful neglect if
the penalty is determined to
be excessiverelativeto the
failure; or if such failureis
corrected during the 30-day
period beginning on the
first date that (2) does not
apply.

(2) For any period that
none of the persons
responsible for such failure
knew, or exercising
reasonable diligence would
have known, that such
failure existed.

® For purposes of determining interest under 87519(f)(3), any payment required by this section will be treated as atax.
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Appendix A2.- nternational Penalty Provisions

Description of Penalty Code Section Calculation of Penalty Waiver Available?
1. Failureof anonresident alien 874(a) Disallowance of deductions and credits No.
individual tofileareturn (except secs. 31, 33, & 34).
2. Failureof aforeign corporation to 882(c)(2) Disallowance of deductions and credits No.
fileareturn with respect toincome (except secs. 33 & 34).
effectively connected with a U.S. trade
or business
3. Willful failuretoreport 999(f) Not more than $25,000, imprisonment No.
international boycott activity for not more than one year, or both.
4. Failureof an agent to furnish a 1445(d)(2) Amount of tax required to be withheld, No.
notice of afalse affidavit relating to the limited to the amount of compensation
withholding tax on dispositions of U.S. the agent derives from the transaction.
real property interests
5. Failureof aU.S. person to furnish 6038(b) $10,000 per year with further $10,000 Y es, for reasonable cause.
information relating to controlled penalties for every 30-day period (or
foreign corporations and controlled fraction thereof) late beginning 90 days
foreign partnerships after the Secretary mails notice, limited to

$60,000 in the aggregate.

6. Failureof aU.S. person to furnish 6038(c) 10% reduction in foreign taxes available Y es, for reasonable cause.

information relating to controlled
foreign corporations and controlled
foreign partnerships

for credit with further 5% reductions for
each 3-month period (or fraction thereof)
late beginning 90 days after the Secretary
mails notice, limited to the greater of
$10,000 or the income of the foreign
business entity. This penalty is reduced
by any penalties imposed under section
6038(b).
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Appendix A2.—I nternational Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
7. Failureto furnish information or 6038A(d) $10,000 per year, per occurrence with Y es, for reasonable cause;
maintain recordswith respect to 25 further $10,000 penalties for every 30- de minimis exceptions
per cent foreign-owned U.S. day period (or fraction thereof) late apply.
cor por ations beginning 90 days after the Secretary
mails notice.
8. Failuretoappoint areporting 6038A(e) Determination of the deductions and De minimis exceptions
cor por ation (25 per cent foreign-owned costs for atransaction based upon apply.
U.S. corporation) asan agent of a information available to the Secretary.
foreign related party (after being
requested to do so), or to substantially
comply with a summonsfor tax
information
9. Failureof aU.S. person to furnish 6038B(c) 10% of the fair market value of the Yes, if such failureisdueto
information relating to transfersto property transferred, limited to $100,000 | reasonable cause and not to
foreign persons unless dueto intentional disregard; gain willful neglect.
will also be recognized by the transferor.
10. Failureto furnish information or 6038C(c) $10,000 per year, per occurrence with Y es, for reasonable cause;

maintain recordswith respect to foreign
cor porationsengaged in a U.S. trade or
business

further $10,000 penalties for every 30-
day period (or fraction thereof) late
beginning 90 days after the Secretary
mails notice; no penalty can be asserted
until regulations that describe the specific
reporting requirements are issued.

de minimis exceptions
apply.
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Appendix A2.—I nternational Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?

11. Failureof aforeign corporation 6038C(d) Treatment of the transactions based upon | De minimis exceptions
engaged in aU.S. trade or businessto information available to the Secretary; no | apply.
be appointed asan agent of aforeign penalty can be asserted until regulations
related party (after being requested to that describe the specific reporting
do s0), or to substantially comply with a requirements are issued.
summonsfor tax infor mation
12. Failureto provide a statement 6039E(c) $500 for each failure. Yes, if such failureisdueto
concerning resident status (passportsor reasonable cause and not to
per manent resident visas) willful neglect.
13. Failureof aU.S. person tofile 6039F(c) 5% of the amount of the gift per month, Yes, if such failureisdueto
information relating to giftsfrom limited to 25%, isimposed on the U.S. reasonabl e cause and not to
foreign sour ces exceeding $10,000 gift recipient; the tax consequences of the | willful neglect.

gift receipt by the U.S. personis

determined by the Secretary.
14. Failureto provideatax return 6039G(d) Greater per year of 5% of section 877 tax | Yes, if such falureisdueto
statement for the year of termination by or $1,000 (limited to 10 years). reasonabl e cause and not to
an individual losing their U.S. willful neglect.
citizenship
15. Failureof aforeign persontofilea | 6652(f) $25 per day, limited to the lesser of Yes, if suchfailureisdueto

return with respect to holding direct
investmentsin U.S. real property
interests

$25,000 or 5% of the value of the U.S.
real property interests per year; no
penalty can be asserted until regulations
that describe the specific reporting
requirements are issued under section
6039(C).

reasonable cause and not to
willful neglect.
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Appendix A2.—I nternational Penalty Provisions (Continued)

Description of Penalty

Code Section

Calculation of Penalty

Waiver Available?

16. Substantial or grossvaluation
misstatements

6662(e), (h)

20% of the understatement of tax
attributable to a substantial valuation
misstatement. 40% in the case of agross
valuation misstatement.

Y es, if such understatement
is due to reasonable cause,
the taxpayer acted in good
faith, and certain additional
reguirements are satisfied.

17. Failuretofileinformation with
respect to reportable events of certain
foreign trusts

6677(a)

35% of the gross value of the property
involved in the reportable event, with
further $10,000 penalties for every 30-
day period (or fraction thereof) late
beginning 90 days after the Secretary
mails notice, limited to the gross value of
the property involved in the reportable
event.

Yes, if such falureisdueto
reasonable cause and not to
willful neglect.

18. Failureof U.S. person tofilecertain
foreign trust returns

6677(b)

5% of the gross value of the assets
attributable to such U.S. beneficiary, with
further $10,000 penalties for every 30-
day period (or fraction thereof) late
beginning 90 days after the Secretary
mails notice, limited to the gross value of
the property involved in the reportable
event.

Yes, if such falureisdueto
reasonable cause and not to
willful neglect.

19a. Failureof aU.S. citizen or resident
who isan officer, director, or at least a
10-per cent shareholder tofilereturns
with respect to aforeign personal
holding company

6679, 6035

$1,000 per failure.

Y es, for reasonable cause.
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Appendix A2.—I nternational Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
19b. Failuretofilereturnsrelatingto 6679, 6046 $10,000 with further $10,000 penalties Y es, for reasonable cause.
or ganizations or reorganizations of for every 30-day period (or fraction
foreign corporationsor relatingto thereof) late beginning 90 days after the
certain acquisitions of such stock Secretary mails notice, limited to $60,000

in the aggregate.
19c. Failureof aU.S. persontofile 6679, 6046A $10,000 with further $10,000 penalties Y es, for reasonable cause.
returnswith respect to certain interests for every 30-day period (or fraction
in foreign partnerships thereof) late beginning 90 days after the

Secretary mails notice, limited to $60,000

in the aggregate; no penalty can be

asserted until regulations that describe

the specific reporting requirements are

issued.
20. Failureof aforeign corporation to 6683 10% of tax liability per year. Yes, if suchfailureisdueto
file a personal holding company tax reasonabl e cause and not to
return willful neglect.
21. Failuretofilereturnsor supply 6686 $100 per failure to supply FSC or DISC Y es, for reasonable cause.
infor mation with respect to a domestic information, limited to $25,000 per year;
international sales corporation or a $1,000 per failureto file a DISC return.
foreign sales cor poration
22. Failuretofile certain information 6688 $100 per failure. Yes, if suchfailureisdueto

relating to bona fideresidents of U.S.
possessions

reasonable cause and not to
willful neglect.
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Appendix A2.—I nternational Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
23. Failuretofileanoticeof aforeign 6689 5% of deficiency per month (or fraction Yes, if suchfailureisdueto
tax redetermination or notice required thereof), limited to 25%. reasonable cause and not to
by section 404A(g) (relating to foreign willful neglect.
deferred compensation plans)
24. Failureto disclosetreaty-based 6712 $1,000 ($10,000 for corporations) per Y es, for reasonable cause,
return positions failure. and the taxpayer acted in

good faith.

25. Failureto comply with the 7270 Double the amount of the tax. No.

requirements of section 4374, relating
to liability for tax on policiesissued by
foreigninsurers
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Appendix A3.--Pension and Employee Benefit Related Tax Penalty Provisions

Description of Penalty

Code Section

Calculation of Penalty

Waiver Available?

1. Failure of group health plan to
satisfy COBRA! health care

continuation cover age requirements

4980B

Generally $100 per day; lesser of
$100 per day or $2,500 ($15,000
for more than de minimisfailures)
for failluresthat are not corrected
before the date a notice of
examination of income tax
liability is sent to the employer
and that occurred or continued
during the period of examination.
Imposed on plan administrator,
group health plan, or employer.

May be waived for failures dueto
reasonable cause and not to willful
neglect to extent payment of tax
would be excessive relative to
failure.

No tax on failure during any
period for which neither employer,
plan, nor plan administrator knew,
or exercising reasonable diligence
would have known, that the
fallure existed.

No tax on any failure dueto
reasonable cause and not to willful
neglect if corrected within 30 days
after the first date employer, plan,
or plan administrator knew, or
exercising reasonable diligence
would have known, that the
failure existed.

! Consolidated Omnibus Budget Reconciliation Act of 1985.
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Appendix A3.--Pension and Employee Benefit Related Tax Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
2. Failureof group health plan to meet 4980D Generally $100 per day; lesser of May be waived for failures due to
HIPAAZ? requirementsrelating to $100 per day or $2,500 ($15,000 reasonable cause and not to willful
limitations on preexisting condition for more than de minimisfailures) | neglect to extent payment of tax
exclusions, prohibitions on denial of for failuresthat are not corrected would be excessive relative to
cover age based on health status, and before the date a notice of failure.
guar anteed renewability of health examination of income tax No tax on failure during any
insurance cover age liability is sent to the employer period for which neither employer,
and that occurred or continued plan, nor plan administrator knew,
during the period of examination. | or exercising reasonable diligence
Imposed on plan administrator, would have known, that the
group health plan or employer. failure existed.
No tax on any failure dueto
reasonable cause and not to willful
neglect if such failureis corrected
within 30 days after the first date
employer, plan, or plan
administrator knew, or exercising
reasonable diligence would have
known, that the failure existed.
3. Failure of employer to make 4980E 35 percent of the aggregate May be waived for failures due to

comparable medical savings account
contributionsfor any calendar year

amount contributed by the
employer to medical savings
accounts of employees for taxable
years of such employees ending
with or within the calendar year.
Imposed on employer.

reasonable cause and not to willful
neglect to the extent payment of
tax would be excessiverelative to
falure.

2 Health Insurance Portability and Accountability Act of 1996.
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Appendix A3.--Pension and Employee Benefit Related Tax Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
4. Failuretofile Form 5330 (Return of 6651(a)(1) 5 percent of tax due for each May be waived for failures due to
Excise Taxes Related to Employee month or part of month filing is reasonable cause and not to willful
Benefit Plans), 941 (Employer’s late, up to 25 percent. Imposed on | neglect.
Quarterly Federal Tax Return), or 945 plan, employer, or disqualified
(Annual Return of Withheld Federal person.
Income Tax) when due
5. Late payment of tax duewith Form 6651(a)(2) % percent of tax due for each May be waived for failures dueto
5330, 941, or 945 month or part of month filing is reasonable cause and not to willful
late, up to 25 percent. Imposed on | neglect.
plan, employer, or disqualified
person.
6. Failureto fileannual registration 6652(d)(1) $1 per day per omitted participant, | May be waived for failures due to
statement required by sec. 6057(a) not to exceed $5,000 per plan reasonabl e cause.
(Form 5500 Schedule SSA) or toinclude year.
all required participants Imposed on plan administrator.
7. Failuretofile notification of change 6652(d)(2) $1 for each day failure continues, May be waived for failures dueto
of plan nameor plan administrator, up to $1,000. Imposed on plan reasonabl e cause.
termination of plan or merger or administrator.
consolidation of plan, asrequired by
sec. 6057(b)
8. Failuretofileannual return (Form 6652(e) $25 per day, not to exceed May be waived for failures dueto

5500 series) concer ning deferred
compensation plans, pension, annuity,
stock bonus, profit-sharing or other
funded plans, asrequired by sec. 6058

$15,000 per omitted return.
Imposed on plan administrator or
employer.

reasonable cause.
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Appendix A3.--Pension and Employee Benefit Related Tax Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?

9. Failuretofile qualified plan’sannual | 6652(€) $25 per day, not to exceed May be waived for failures due to
report on certain annuity and/or bond $15,000 per omitted return. reasonable cause.
purchase plans, asrequired by sec. Imposed on plan administrator or
6047 employer.
10. Failureto fileinformation return 6652(€) $25 per day, not to exceed May be waived for failures due to
(Form 5500 series) concerning fringe $15,000 per omitted return. reasonable cause.
benefit plans, asrequired by sec. 6039D Imposed on plan administrator or

employer.
11. Failuretofilereport of employee's 6652(Q) $25 per employee per year, notto | May be waived for failures dueto
deductible IRA contributions, as exceed $10,000. Imposed on plan | reasonable cause and not to willful
required by sec. 219(f)(4) administrator. neglect.
12. Failureto notify pension recipient of | 6652(h) $10 per failure, not to exceed May be waived for failures dueto
right to elect not to have withholding on $5,000 per calendar yesr. reasonable cause and not to willful
pension distribution, asrequired by sec. Imposed on payer or plan neglect.
3405(e)(10)(b) administrator.
13. Failureto give written explanation 6652(i) $100 per failure, not to exceed May be waived for failures dueto

to recipient of qualified plan
distribution eligiblefor rollover
treatment, asrequired by sec. 402(f)

$50,000 per calendar year.
Imposed on plan administrator.

reasonabl e cause and not to willful
neglect.

14. Under statementstraceable to
substantial over statements of pension
liabilities, i.e., actuarially determined
liability reported on return is 200
percent or mor e of the correct amount

6662(a), 6662(b)(4)
and 6662(f)

20 percent of tax understatement,
increased to 40 percent for 400
percent or more overstatement of
pension liabilities. Imposed on
employer.

Waived if resulting tax
understatement is $1,000 or less.
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Appendix A3.--Pension and Employee Benefit Related Tax Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
15. Willful failureto provide 6690 $50 per failure. Imposed on plan No exception.
participantsin funded benefit plans administrator.
with certain information concer ning
vested benefits, asrequired by sec.
6057(e), or willful furnishing of false or
fraudulent information
16. Failureto file defined benefit plan 6692 $1,000 per failure. Imposed on May be waived for failures due to
actuarial reports (Form 5500 Schedule plan administrator. reasonable cause.
B), asrequired by sec. 6059
17. Failuretofilereport relatingto IRA | 6693(8)(2) $50 per failure. Imposed on May be waived for failures dueto
(asrequired by sec. 408(i)), to SEP (as trustee. reasonable cause.
required by sec. 408(1)), to MSA (as
required by sec. 220(h)), or to education
IRA (asrequired by sec. 530(h))
18. Over stating amount of designated 6693(b)(1) $100 per overstatement. Imposed | May be waived for overstatements
nondeductible IRA contributions on contributor. due to reasonable cause.
19. Failuretofilereportsrelating to 6693(b)(2) $50 per failure. Imposed on May be waived for failures dueto
designated nondeductible IRA contributor or recipient. reasonable cause.
contributionsor IRA distributions, as
required by sec. 408(0)(4)
20. Failureto provide 1 or morenotices | 6693(c)(1) $50 for each day failures continue. | May be waived for failures dueto
for SSMPLE-IRA, asrequired by sec. Imposed on employer. reasonabl e cause.
408(1)(2)(c)
21. Failureto provide 1l or morelRA 6693(c)(2)(A) $50 for each day failures continue. | May be waived for failures dueto

statements, asrequired by 408(i)

Imposed on trustee.

reasonable cause.
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Appendix A3.--Pension and Employee Benefit Related Tax Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
22. Failureto provide 1 or more 6693(c)(2)(B) $50 for each day failures continue. | May be waived for failures due to
SIMPLE-IRA summary plan Imposed on trustee. reasonable cause.
descriptions, asrequired by sec.
408(1)(2)(B)
23. Failureto maintain recordsneeded | 6704(b) $50 per plan participant, not to May be waived for failures due to

tofileinformation returnson | RAS,
annuitiesand deferred compensation

plans

exceed $50,000 per calendar year.
Imposed on employer, plan
administrator or insurer.

reasonable cause and not to willful
neglect.

No penalty imposed on any failure
attributable to a prior failure that
has been penalized and with
respect to which all reasonable
efforts to correct have been made.
No penalty imposed for pre-1993
fallureif all reasonable effortsto
correct have been made.
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Appendix A4.--Exempt Organization Penalty Provisions

Description of Penalty Code Section Calculation of Penalty Waiver Available?

1. Failure by tax-exempt or ganization 6652 (c)(1)(A) $20 for each day failure to file continues, | Yes, for reasonable cause.
tofilerequired information return not exceed the lesser of $10,000 or 5% of

organization’ s gross receipts for year.

For organizations with gross receiptsin

excess of $1 million for year, pendlty is

$100 per day, not to exceed $50,000.
2. Failure by tax-exempt organization’s | 6652(c)(1)(B) $10 for each day failure continues after Y es, for reasonable cause.
manager to filerequired information date specified in IRS demand, up to
return after IRS demand that return be maximum of $5,000 imposed on all
filed by reasonable future date persons for failures with respect to any

one return.
3. Failure by tax-exempt organization 6652(c)(1)(C) $20 for each day failure continues, upto | Yes, for reasonable cause.
to make annual return available for maximum of $10,000 imposed on all
publicinspection persons for failures with respect to any

one return.
4. Failure by tax-exempt organization 6652(c)(1)(D) $20 per day imposed on person who fails | Yes, for reasonable cause.
to make exemption application to comply with public inspection
availablefor publicingpection requirements.
5. Failureby certain truststofile 6652(c)(2)(A) $10 for each day failure continues, upto | Yes, for reasonable cause.

information return required by sec.
6034 or failure by tax-exempt
organization to fileinformation return
concer ning termination, liquidation,
dissolution, etc.

maximum of $5,000 with respect to any
one return.
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Appendix A4.--Exempt Organization Penalty Provisions (Continued)

Description of Penalty

Code Section Calculation of Penalty

Waiver Available?

6. Failure by trustee or organization
manager to filerequired information
return referenced in sec. 6652(c)(2)(A)
after IRSdemand that return befiled
by reasonable future date

6652(c)(2)(B) $10 for each day failure continues after
date specified in IRS demand, up to
maximum of $5,000 imposed on all
persons for failures with respect to any
one return.

Y es, for reasonable cause.

7. Penalty on any person (private
foundation or certain other tax-exempt
or ganizations, or ganizations managers,
or disqualified persons) if person
becomesliablefor any Chapter 42 tax
(other than sec. 4940 or sec. 4948(a)) by
reason of any act or failureto act, and if
either (a) such person at any time
previously wasliable for tax under any
section of Chapter 42, or (b) such act or
failureisboth willful and flagrant

6684 Penalty is equal to 100% of the initial
and additional excise taxesimposed
under any section of Chapter 42 (other
than sec. 4940 or sec. 4948(a)).

Y es, for reasonable cause.

8. Willful failureto make tax-exempt
organization’sinformation return and
exemption application available for
inspection

6685 $5,000 for each return or application.

No.

9. Failure by tax-exempt organization
to disclose nondeductibility of
contributions

6710

a. Failureto disclose that contributions
are nondeductible.

6710(a) $1,000 for each day failure to disclose
continues, up to a maximum of $10,000
for any calendar year.

Y es, for reasonable cause.
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Appendix A4.--Exempt Organization Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
a. Intentional disregard of disclosure 6710(c) The greater of $1,000 or 50 percent of the | No.
requirements. cost of the solicitations on each day the
failure continues.
No maximum penalty amount for a
calendar year.
10. Failure by exempt organization to 6711 The greater of $1,000 or 50% of the No.
disclosethat certain information or aggregate cost of the offersand
services are available from federal solicitations that occurred on each day on
government for free or for nominal which the failure occurred.
charge
11. Failureto meet disclosure 6714 $10 for each contribution for which the Y es, for reasonable cause.
requirements applicableto quid pro organization failsto make required
quo contributions disclosure, total penalty with respect to a
particular fundraising event or mailing
shall not exceed $5,000
12. Failuretofile correct infor mation 6721 Same as described inno. 41 in Appendix | No.

returns (appliesto returnsrequired by
86050L relating to certain dispositions
of donated property, generally reported
on Form 8282)

A1, except that intentional disregard of
requirement to file correct return required
by 86050L incurs penalty of $100 per
failure or, if greater, 5% of aggregate
amount that should have been reported
correctly.
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Appendix A4.--Exempt Organization Penalty Provisions (Continued)

Description of Penalty Code Section Calculation of Penalty Waiver Available?
13. Failureto furnish donor copies 6722 Same as described in no. 42 in Appendix | No.
(appliestoreturnsrequired by 86050L A1, except that intentional disregard of
relating to certain dispositions of requirement to provide donor copies
donated property, generally Form incurs penalty equal to the greater of
8282) $100 per failure or 10% of the aggregate
amount of items to be reported.
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Appendix A5.--Estate and Gift Tax Penalty Provisions!

Description of Penalty

Code Section

Calculation of Penalty

Waiver Available?

1. Accuracy-related penalty for
substantial estate or gift tax valuation
under statement

6662(q)

20% of the portion of the understatement
that is attributable to a substantial estate
or gift tax valuation understatement,
which results when the value of any
property claimed on any estate or gift tax
return is 50% or less of the amount
determined to be the correct value of
such property.

Y es, for the portion of an
underpayment for which
there was reasonabl e cause
and with respect to which
the taxpayer acted in good
faith. No penalty imposed
unless the portion of the
tax understatement exceeds
$5,000.

2. Accuracy-related penalty for gross
estate or gift tax valuation
under statement

6662(h)

40% of the portion of the understatement
that is attributable to a gross estate or gift
tax valuation understatement, which
results when the value of any property
claimed on any estate or gift tax returnis
25% or less of the amount determined to
be the correct value of such property.

Y es, for the portion of an
underpayment for which
there was reasonabl e cause
and with respect to which
the taxpayer acted in good
faith. No penalty imposed
unless the portion of the
tax understatement exceeds
$5,000.

3. Failureto comply with IRSrequest to
producerecords, files, papers, and
documentsrequired for administration
of estate tax

7269

Penalty not to exceed $500 plus costs of
suit in civil action.

No.

! The penalty and interest provisions applicable to the estate tax apply to the generation-skipping tax for generation-skipping
transfers occurring at the sametime and as aresult of the death of anindividual. For all other transfers, the penalty and interest
provisions applicable to the gift tax apply to the generation-skipping tax (sec. 2661).
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Appendix A5.--Estate and Gift Penalty Provisions (Continued)

Description of Penalty

Code Section

Calculation of Penalty

Waiver Available?

4. Extension of timefor payment of
estate tax wher e estate consistslargely
of interest in closely held business

6166

Executor may elect to pay part of all of
estate tax attributable to closely held
businessin 2 or more (not exceeding 10)
egual installments; the date of thefirst
installment may be no more than 5 years
after the date prescribed for payment of
the tax; interest must be paid during 5-
year deferral period, then annually with
each installment of tax. 2-percent interest
rate appliesto first $1,000,000 in taxable
value of closely held business (in excess
of unified credit effective exemption and
other deductions or exclusions), interest
rate on excess of $1,000,000 in taxable
value of closely held businessis 45% of
annual underpayment rate under sec.
6621.

If an installment payment is
made after its due date but
within 6 months, then the
2-percent interest rate will
not apply to the payment,
the underpayment rate
under sec. 6621 will apply
to the payment, and thereis
apenalty of 5 percent of
the amount of such late
payment multiplied by
number of months after due
date and before payment
made; if any installment is
paid after 6 months, then
the unpaid tax payablein
installments shall be paid
upon notice and demand
from the Secretary of the
Treasury.
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Appendix B.--Overview of Comments Received by the Joint Committee Staff
on Present-L aw Penalty and Interest Provisions

1. Ingeneral

A number of individuals and organizations accepted the invitation of the Joint committee
to comment on the operation and administration of the penalty and interest provisions of the
Internal Revenue Code. The following isabrief summary, arranged by topic, of the principal
comments received by the Joint Committee on Taxation.!

One frequent comment about all penalties was the concern about the effect on long-term
voluntary compliance by the sheer number of penaltiesinitially assessed by the IRS but
subsequently abated. Another frequent comment suggested that voluntary compliance could be
improved by providing penalty abatement for taxpayers who voluntarily disclose errors before
their discovery by the IRS.

2. Accuracy-related penalty (sec. 6662)

Multiple comments involved the penalty relief under section 6662 for certain disclosed
items unless the item involves atax shelter. Some commentators called for the repeal of the
recent change to the definition of atax shelter (i.e., the “asignificant purpose” standard) while
others suggested enactment of safe harbors or the promulgation of additional IRS guidance.
Regarding the “substantial authority” standard under the penalty, one suggestion was to alow
taxpayer reliance on certain well known treatises, in the absence of other guidance to satisfy the
standard. Another suggestion wasto allow taxpayer reliance based solely on judicial decisions
from the same district or circuit as the taxpayer in satisfaction of the standard.

3. Interest provisions (secs. 6404 and 6601-6621)

There were severa principa suggestions relating to interest: (1) the elimination of the
differential in the interest rates applied to underpayments and overpayments (sec. 6621); (2) the
use of simple rather than compound interest (sec. 6622); and (3) the expansion to all taxes of the
authority to abate interest accrued with respect on equitable grounds (sec. 6404). Alternativesto
the elimination of the interest rate differential between underpayments and overpayments
included: (1) the repeal of the higher rate of interest on certain large corporate underpayments
(“hot interest”) under section 6621(c); and (2) expanding the scope of interest netting under
section 6621(d).

1 A more detailed summary of comments, organized by commentator, as well as areprint
of the comment themselves, arein Volume Il of this study.
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4. Failureto deposit penalty (sec. 6656)

Some commentators suggested that the failure to deposit penalty be replaced with an
interest charge, perhaps at alower effectiverate. They argued that ssmplification and greater
equity would result.

Short of the complete repeal of the failure to deposit penalty, other suggestions called for
partial relief from its application. First, interim relief for the deposit penalty was requested
relating to the problem of “snowballing” deposit penalties assessed under IRS computer routines
which cannot be corrected until 2001. Under these computer routines, a single missed deposit
may result in the automatic assessment of a penalty on all subsequent deposits. Second, relief
from the deposit penalty was requested for penalties resulting from the operation of the “next
banking day” deposit regulation applicable to employers with a cumulative monthly tax liability
of at least $100,000. Specifically, when an employer isinitially required to make less frequent
deposits (e.g., monthly deposits) because it’s cumulative tax liability for the month does not total
$100,000, it becomes subject to penalties for failing to satisfy the next banking day rule when its
cumulative tax liability for the month begins to exceed $100,000 even if it had been making
deposits more frequently that previously required. The employer typically becomes liable for
multiple penalties before either the taxpayer or the IRS realize that the next day banking rule
applies. The proposed solution isto apply the next day banking rule with regard to undeposited
taxes of $100,000 or more rather than cumulative monthly tax liability of at least $100,000. Third,
several comments were received regarding the electronic funds transfer payment system
(EFTPS). These commentsinclude the suggestionsthat: (1) the threshold for EFTPS coverage be
increased; (2) employers be notified by the IRS when they first become subject to EFTPS or are
moved onto a different deposit schedule; (3) there be “window” for adjusting EFTPS deposits
patterned after asimilar rule for data submitted on magnetic tape; and (4) the failure to deposit
penalty is excessive and should be reduced.

5. Failureto pay penalty (secs. 6651(a)(2) and (a)(3)) and failureto pay estimated income
taxes penalty (secs. 6654 and 6655)

The predominant suggestion made regarding the failure to pay penalty wasto repeal the
penalty (secs. 6651(a)(2) and (a)(3)). Some comments suggested coupling this repeal with an
increase of the interest rate on underpayments of tax under section 6621.

There were three suggestions directly relating to the penalty for failure by a corporation to
pay estimated incometax. The first suggestion would provide some penalty relief and ssimplify
the operation of the safe harbor by extending the same rules to large corporations that are now
applicable only to small corporations. The second suggestion would provide penalty relief to
certain foreign sales corporations (“FSCs’) which are members of a consolidated group by not
imposing the penalty on the FSC if no penalty would have been incurred if it were applied to the
consolidated group. The third suggestion was to provide penalty relief for underpayments due to
unanticipated income resulting from market fluctuations.
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6. Information reporting penalties (secs. 6721-24, 6038A and 6038C)

There were several comments submitted relating to information returns. First, that the
IRS relies too heavily on computer generated notices. Second, that the IRS should routinely
communicate with filers regarding errorsin information returns even when it determines not to
impose apenalty. Third, that the IRS needs to develop more uniformity in its administration of
the waiver of information penalties. Fourth, that a penalty safe harbor for filers of information
returns should be enacted for filers who correctly file at least 95 percent of their returns.

Also, several comments highlighted the $10,000 penalty for each failureto file an
information return imposed on certain 25-percent foreign-owned U.S. corporations under either
sections 6038A and 6038C as examples of a penalty that discourages rather than encourages
voluntary compliance. They suggested relief from any penalties for taxpayers who correct their
filing errors before discovery by the IRS.

7. Preparer issues (sec. 6694), preparer penalties (sec. 6700), and preparer communication
(sec. 6701)

One suggestion was improved coordination between the various preparer penalties and
the accuracy-related penalty (sec. 6662).

8. Administrativeissues

All submissions which commented on this point stated that penalty enforcement should
be uniform across the operating units of the IRS and should not be separately administered by
each of the four operating units of the IRS. There was also uniformity in the comments
submitted that the IRS policy against using penalties as bargaining chips should be better
disseminated and enforced.

Another comment suggested that the IRS create a policy that clearly defines the
circumstances under which ataxpayer’ s address on the master file may be changed. A related
comment suggested the creation of a mechanism that allows a corporate taxpayer to designate,
on itstax return, a particular person or office to whom all IRS communications should be
directed.

A third comment received was that companies that retain a payroll service provider
should be accorded a presumption of eligibility for reasonable cause abatement or “ safe harbor”
relief. TheIRS could overcome this presumption by showing that the company’ s behavior was
inconsistent with reasonable cause and good faith.

Another comment urged that mechanisms be developed for handling “ mass penalty
assessments.” For example, asingle programming or operational error by a payroll service
provider may trigger penalty notices against alarge number of separate subscribers. Given the
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common issue, it was suggested that handling such cases on a consolidated basis would be both
more efficient and lead to more consistent results between similarly situated taxpayers.

9. Other matters

Section 6045(e) requires “real estate reporting persons’ to report certain information
including the seller’ s taxpayer identification number (“TIN”) in connection with certain real
estate transactions. When the IRS concludes that such TIN isincorrect, typically after the real
estate reporting person has archived itsfiles, it assesses a penalty under sections 6721 or 6722.
Asamatter of administrative convenience to the real estate reporting person, it was suggested
that such person be permitted to prove satisfaction of the reasonable cause exception with respect
to reported TINs at the time that the information returns are filed.

Another commentator suggested that four sets of penaltiesrelating to retirement plans
were excessive: (1) the 50-percent nondeductible excise tax for failure to take timely minimum
required distributions from retirement plans (sec. 409); (2) the penalties and taxes imposed on
parties engaging in prohibited transactions (sec. 4975); (3) the penalties imposed on plan
administrators by the IRS and the Department of Labor for failure to file annual reports relating
to pension activities (i.e., Form 5500 series report and attachments); and (4) the late payment
penalty charge for failing to pay Pension Benefit Guaranty Corporation premiums.

A third comment urged that conscientious objection to war be recognized as “good
cause” for abatement of interest and penalties incurred by taxpayers who refuse to pay taxes
because of their use for military purposes.

Finally, a suggestion was made to modify the taxation of charitable remainder trusts
(*CRTS’) which have unrelated business taxable income (“UBIT”). Under the proposal, such
taxpayers would be subject to graduated levels of tax based on the amount of their UBIT rather
than the present-law rule which subjects all CRT incometo tax if it hasany UBIT. A related
suggestion would conform the treatment of CRTs to other taxpayers for purposes of the penalty
for failure to file information returns under section 6652(c).
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